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FUNDAMENTAL FACTORS IN WAR FINANCE 


The first flurry of discussion of war finance which accompanied 
American entrance into the conflict has now (September, 1917) 
subsided. But the critical importance of the issues involved 
promises to grow with the progressively increasing share of the 
burdens which the United States will have to assume as long as 
the policy of Allied victory and a dictated peace is adhered to. 
The present is therefore an opportune time to broadly reconsider 
these issues and to summarize the conclusions to which an atten- 
tive student of past discussion has been led. 


I 


Superficially war is paid for with money, but in reality it is 
fought with vast quantities of goods. What, then, are the physical 
sources from which these goods may be derived ? 

First, and least of all under present conditions, may be men- 
tioned future income to be produced after the war, in so far as 
American claims to it are sold or mortgaged to neutral countries in 
exchange for abnormally large portions of their present income. 
But as the power of countries still neutral to lend such goods for 
future payment is very limited, this source may be dismissed as 
of very minor consequence. 

857 
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Likewise past income might in a sense be drawn upon, if taxa- 
tion were so severe as to allow neither a return to the ownership of 
capital goods nor sufficient funds to offset their depreciation. But 
such taxation would doubtless not be feasible, nor has it been pro- 
posed by the most “radical” of counselors. Hence this resort is 
altogether negligible. 

The really important sources therefore are those of present pro- 
duction, which are available through several different channels, 
briefly: (1) the diversion of present energies to unwonted tasks, 
(2) the intensifying of the average worker’s productive effort, and 
(3) the elimination of waste effort. 

There are two sorts of effort which may be diverted to war pur- 
poses: (a) the creation of machines and other “instruments of 
production,” which for all non-military purposes has now virtually 
been stopped in England; and (6) the operation of such existing 
“capital goods”” as produce nonessential ‘“‘consumers goods.”’ 
Examples of the latter are alcoholic liquors, fine clothing, more or 
less ornamental public works and magnificent churches. Or, again, 
(3) some effort may be liberated by substituting less costly articles 
of ‘‘necessary”’ consumption for others, e.g., by replacing meat 
largely with rice as an important article of food. 

The value of such abstinences depends, of course, on the extent 
to which the energies freed may be applied to war purposes. Much 
of our existing stock of capital cannot be so applied because (like 
breweries) it is not adapted to alternative uses, although the 
machinery in our vast array of automobile factories is notably 
convertible. But our supply of laborers and managers is highly 
“mobile” as to place, and considerably “mobile” as to occupation, 
especially if organization is provided to facilitate the transference 
to war tasks. And such organization is highly essential to realizing 
any great part of the possibilities of individual transformation. 

Of course this method must involve considerable loss and incon- 
venien~* to those now in the nonessential industries, like the 
milliners and the silk producers, who began at an early date to 
agitate against curtailment of the demand for their goods. It 
involves (a) loss of rewards formerly received for special skill or 
knowledge not usable in alternative war occupations, (5) loss of the 
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yield of idle machinery, and (c) losses due to the enforcement of 
long-time contracts for unusable materials, unless such enforcement 
is waived during the war by the sellers or excused by law, as it 
should be. And these private losses are inevitable, if there is to 
be any genuine and speedy “mobilization” of the dispensable 
energies of the country. 

We cannot have that and have ‘‘ business as usual,’”’ for which men 
of affairs like Mr. Howard Coffin, and organizations like the 
Rotary Clubs, put in an early plea. ‘‘ Business as usual”’ offers at 
best only the profits from unnecessary consumption as aid to the 
government, which some critics seem to think it must receive 
through such channels if at all. They forget that to stop that con- 
sumption may afford nearly the whole fund otherwise so expended. 

As already stated, this stoppage means reduced rewards for 
some, notably for “promoters” and for those among the more 
skilled workers whose special functions are temporarily not in 
demand. But it does not mean unemployment so much as changed 
employment. If the work on skyscrapers lags (as it should), the 
work on an emergency fleet booms, the restricted building of 
pleasure cars is compensated by the increased construction of 
trucks and tractors, those who can’t find work upon civilian clothing 
will find it in making army uniforms, and so on. True, this 
demands accommodation on the part of the worker, but nothing 
like what going to war demands of the soldier. 

The extent of resources which could be made available, if all 
unnecessary consumption and all private investment could be shut 
off without any lag in industry, may be seen from the estimate of 
Dr. Eliot that our annual expenditure for “luxuries,” such as 
liquor and tobacco, automobiles, candy and chewing gum, amounts 
to 5.3 billion dollars, and from the National City Bank’s compu- 
tation' that our new capital investment in the recent past has 
averaged at least six billion dollars and probably considerably more 
than that. Twelve billions is doubtless a conservative estimate 
of the two items together, at the prices prevailing in 1914. 

The third source of war aid mentioned is intensification of 
effort. The writer regards this as less important than the first, for 

* Cf. Economic Circular, May, 1917. 
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the reasons that industry is already highly speeded up, owing to the 
abnormal demands of the past three years, and that the withdrawal 
of a million or more men for military service will largely offset what- 
ever influx of women into industry there may be. 

The fourth source, elimination of waste in productive processes, 
seems to offer larger possibilities. It might be more easily applied 
in distributive lines than in productive lines—England now has 
purchase and sale of staples like sugar and cotton by government 
war monopolies which save all the lost motion of competitive 
methods. Owing to the inertia of customary habits, “scientific 
management” is more difficult to introduce widely in factory 
processes, but it likewise (together with a system of labor clearing- 
houses) contains vast possibilities of saving and utilizing effort. 
However, government monopolies or “scientific management” in 
private industry require either such elaborate administrative 
machinery or such a break with past practices that these “‘sources”’ 
will receive only minor notice here, not because they are unimpor- 
tant, but because they are less immediately available and less 
directly connected with the theme of finance as traditionally defined. 

These, then, are the main “‘sinews of war’’: reduced consump- 
tion, reduced capital investment, intensified effort, and diminished 
waste effort. And, to repeat, they are all present sources. For, 
except for negligible borrowings from foreigners, our own citizens 
must pay now out of current income whatever the government 
spends now, and, taking the nation as a whole, it is simply impos- 
sible for “‘ posterity to share the burdens” (although posterity must of 
course suffer hardships due to the inevitable shrinkage in the supply 
of new capital goods). 

The government may indeed promise certain contributors 
repayment “out of future production.” But this “burden on 
posterity” is paid to posterity and is therefore not a burden at all 
to the future nation asa whole. Hence from the community stand- 
point, if we assume the various plans of finance to be equally 
effective in diverting supplies now for government use, the distri- 
bution of burdens in terms of wealth as between present and future 
is the same in any event. The case is different, however, as regards 
burdensomeness to individuals, as will hereafter be shown. 
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II 


The various methods of war finance may be briefly classified as 
voluntary or coercive, according as those who in the last analysis 
surrender the goods do so freely consenting or not. The term 
“borrowing” covers, of course, all the expedients under the first 
head, whether the debt be represented by a short-term “note” or 
by a longer-term “bond.” But, if carried beyond certain limits, 
“borrowing” may also involve coercion, as will presently appear. 

The coercive methods are more numerous. The more elaborate 
forms which involve the control of maximum prices may affect: 
(a) goods purchased directly by both the government and its own 
citizens or (b) goods monopolized by the government for resale with 
or without profit—usually with profit. The simpler forms which 
only indirectly (if at all) affect prices are: (a) taxation, (b) the 
issuance of legal tender notes (‘‘fiat money’’), debasement of the 
coinage, and (c) such bank loans directly or indirectly to the govern- 
ment as result in a net expansion of the sum total of bank loans. 
As these simpler methods seem more readily adapted to “demo- 
cratic’? use and have figured more in recent discussions, attention 
here will be paid chiefly to them. 

All these latter methods are calculated, of course, to increase 
the government’s share of purchasing power, either without increas- 
ing the number of monetary “counters” (in the case of taxation) 
or by increasing that monetary fund (in the other cases). And at 
the same time the general level of prices rises. But, whereas under 
taxation this is due primarily to a gradual shrinkage in the supply 
of labor and of new capital and to the centering of demand upon 
fewer classes of expenditure, the tendency is accentuated in the other 
cases by the mere increase in the number of ‘“‘counters’’ competi- 
tively offered for goods, without any corresponding increase in the 
supply of goods themselves." 

But is it necessary that the borrowing policy should result in a 
net increase of bank loans and of deposit circulation, based thereon ? 
It is not inevitable, but that is what almost invariably happens. 
And this for two reasons: first, the government does not offer an 
interest rate high enough to get all needed funds from individuals 

* Cf. London Economist, October 21, 1916. 
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by transfers from their existing bank accounts to its own; and, 
secondly, to make up the deficiency the banks do not diminish their 
existing loans to individuals as much as they increase their loans 
to the government, directly or through intermediaries who borrow 
of them for that purpose. 

It may be urged, however, that a bank’s first concern is to keep 
its deposit liabilities down to a certain multiple of that portion of 
its assets defined as “reserve’’; that self-interest will prompt it to 
loan exclusively for “‘business” purposes, as long as “business’’ 
rates continue higher than the government rate; and that, when- 
ever the two rates are equalized, the reserve will be protected by 
denying “business” to the same extent that the government is 
accommodated. 

But this argument errs in assuming that the multiple of reserves 
considered safe by bankers does not vary (under given business 
conditions) according to the composition of their assets and that 
maximum interest rates alone determine those assets. The truth 
seems to be rather that the safety of government bonds prompts 
banks not only to loan above what would otherwise be their “ nor- 
mal” multiple of reserves, but to do so at rates lower than those 
to ordinary borrowers. Especially is this true when the government 
rate is 3 per cent or more, tax-free, instead of 13-2 per cent net, 
as in former years, and when motives of patriotism and of deference 
to outside “‘pressure’’ are added to the motive of self-interest. 

But the mere stretching of reserve multiples is not the only 
means of expanding loans in countries, like our own, where the gov- 
ernment has been keeping gold in its own vaults. For the mere 
transfer of this gold to bank vaults, with the tacit understanding 
that it is to be used to “help the government,” instantly swells 
those basic reserves themselves." 

But whatever may be the motives of this complex procedure, 
the result is well illustrated by the course of events in England 
where, although the reserve of the Bank of England gained in 
absolute amount over 50 per cent in the first two and one-half years 
since the war began, in the same period its ratio to demand liabilities 
fell from 40.3 per cent to 18.5 per cent. Of the $14,000,000,000 

* Cf. New York Times Annalist, July 10, 1916. 
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which England borrowed in that period, approximately $2,000,- 
000,000 appears to have come from the expansion of bank loans,' 
about half of which were made directly by the banks, and the other 
half indirectly through private borrower-lenders.? 

The result of course is an unprecedented rise in general price 
levels. And for whose benefit? Certainly not the government’s, 
because it lgses vastly more in price increases than it saves in _ 
interest charges, nor does it recover more than a fraction of these 
losses in excess-profit taxes. Certainly not the wage-workers’, 
because, as Sidney Webb states, while money wages in England have 
gone up 20-25 per cent, prices have increased much more, and thus 
commodity wages have fallen. But the people hardest hit are 
those living on fixed money incomes or having investments in enter- 
prises like public utilities, whose rates are legally fixed while their 
operating costs rapidly advance. Little sympathy will be wasted 
in war time upon the more well-to-do so “hit,” but perhaps the 
smaller fry, the beneficiaries of small life insurance policies and 
other ‘widows and orphans,” do not deserve such treatment. 

Who, then, does gain what the government and these other 
classes lose? Presumably the bulk of it is absorbed by the banks 
as interest upon an abnormal volume of loans,‘ by manufacturers 
of warspecialties, and, most of all, by extractors of raw materials, 
such as farmers and the producers of coal, copper, and iron ore. 

If the government also benefited by this virtual taxation of the 
many for the benefit of the few, it might be considered a shrewd 
political trick of shifting to the business man the odium incident 
to a state gain. But since the government commands no more 
funds than it might get by paying higher interest and by forbidding 
the banks to increase radically the net volume of their loans, and 
since it actually loses by the failure to do so, its policy must be 
charged to sheer fiscal stupidity—that and nothing else. The 


* Of the liabilities thus created, about $480,000,000 issued from May, 1915, to 
November, 1916, were represented by ‘“‘treasury notes” issued through the banks 
(Econ. Journal, December, 1916, p. 436). 


2 National City Bank, Economic Circular, March, 1917. 
3 Cf. Atlantic Monthly, July, 1917, p. 19. 
4Cf. London Economist, October 28, 1916. 
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issuance of a volume of fiat money equal to the amount of loan 
expansion would have no more serious effect upon prices and would 
at least “save” considerable interest. Of course this is not an 
argument for fiat money. 

The tax policy, on the other hand, avoids any such expansion 
by avoiding the occasion for it. It might, indeed, make as heavy 
demands upon the masses. But whatever levies it made would be 
“open and aboveboard”’ and would not promote “profiteering” at a 
time when that is least defensible. It would, indeed, put more of 
the ultimate burden on the wealthy than does the bond policy, even 
if that did not give rise to price-raising. For the normal surplus 
of income over the cost of necessities is for the poor and the middle 
class quite limited in any one year and quite inadequate, during 
the period of a war, to the governmental needs of that period. 
Under either policy the huge remainder must be obtained from the 
wealthy; but the loan method permits them to recover a con- 
siderable portion of their present contribution out of taxes on 
other classes spread over a longer time and therefore more 
“productive.” 

And this is the only advantage to the wealthy in the bond policy 
as against present taxation. For if it were certain that the various 
classes were to bear the same shares of the total burden under 
either method, then there would be virtually no choice between the 
two for any of them. Bondholders would then merely take out of 
one pocket in taxes as much as they put back into the other pocket 
in interest and repaid principal. But in actual practice bonds are 
quite likely to mean, as Professor Davenport remarks, “a mortgage 
of the masses to the classes.” A mortgage payable in instalments 
is for the former preferable, of course, to starvation taxes at one 
stroke. Whether they should be subjected to either is a different 
question which will be considered presently. 


III 


Our next concern is with the various criteria of choice between 
taxes and loans as predominating elements in the financial plan. 
These are conveniently brought out in a review of objections made 
to the taxing method. 
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Perhaps the most time-honored of these is the plea that the tax 
plan would break all historic precedent. Past practice has always 
favored loans and even today England raises but 17 per cent of 
war expense from the proceeds of new taxes (fiscal year 1916-17). 
Unfortunately, the past is often as illustrious for its blunders 
as for its proverbial wisdom. So, while custom is not to be 
flouted gratuitously, neither is it any bar to practices suggested by 
constructive imagination as the better alternative. 

A second minor objection is that ‘‘excessive taxes on incomes 
will deplete the surplus available for investments” in government 
bonds. The same thing might be said of any income tax whatever 
as well as of most other forms of tax. But the obverse of this state- 
ment would be equally forceful—government bond investments 
deplete the funds available for taxation. Both statements of the 
single fact are equally irrelevant. 

Again it is urged, notably in Congressional debates, that pos- 
terity will share the “benefits” of this war and should therefore 
share the burdens. It has already been shown that, if we consider 
the nation as a whole, posterity cannot possibly share the bur- 
dens. And unless the future peace is based upon the overthrow 
of the Teutonic dynasties and the expropriation of their supporting 
classes, upon international free trade and international control (not 
merely restriction) of armaments and regulation of the exploiting 
of “backward” countries, and upon adjustments of boundaries and 
of reparative payments which shall not embitter the Teuton 
masses, its “‘benefits’”’ may not last over fifteen years and may be 
only the prelude to another world-war. That is certainly doubtful 
warrant for “‘deferring burdens,” even if the argument were other- 
wise sound. 

Another objection, more familiar in the criticisms of economists 
(notably Professors H. C. Adams and Bullock),? concerns the merits 
of taxation, not after the first year or two of war but during that 
transition period. This is the “dislocation” argument, the gist of 


*E. R. A. Seligman in New York Times, May 31, 1917. 

* Henry C. Adams, “Financial Management of a War,” War Finance Primer of 
the National Bank of Commerce, p. 55; Charles J. Bullock, Quarterly Journal of Eco- 
nomics, May, 1917, pp. 367, 379- 
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which is not that the tax method causes a more rapid and complete 
shift from peaceful to warlike activities (although that may be an 
undisclosed truth), but that in this shifting process it is more dis- 
turbing to those who have already pledged future income to certain 
purposes. It is alleged that taxation thwarts more hopes and 
forces more abandonment of contracts—the “‘psychic burden”’ is 
the point emphasized. 

Upon what assumptions, however, will the bond plan be accept- 
able from the standpoint of war efficiency? On condition, first, 
that the great bulk of committed income is pledged to industries 
vital to military support, and, secondly, that the owners of un- 
committed income will actually invest in the desired volume of 
government bonds. But there is no evidence for either of these 
propositions. The bond plan may allow an undesirable investment 
of both committed and uncommitted future income in nonessential 
industries to the detriment of war preparations. 

And furthermore, the difference between the plans in disturbing 
effect is not what it seems at first blush. For the optional cancella- 
tion of pre-existing contracts affected by war conditions might be 
made a legal part of the tax plan, in which case the “inconvenience” 
would be thrown back upon producers of goods in the less specialized 
forms better adapted to alternative uses and therefore disposable as 
a rule under new contracts. And again, in so far as the bond plan 
inflates prices, it “disturbs the calculations” of the fixed-income 
classes by lessening either their consumption or customary savings 
or both. It also disturbs any commitments based upon anticipated 
control over popular savings which unexpectedly shrink as a result 
of inflation. Therefore “dislocation” neither is a prime concern 
to the public financier nor is it necessarily any more of an evil in the 
tax plan than in the bond method. 

Another argument quite akin to the foregoing is stated thus by 
Professor Seligman: “The pay-as-you-go policy . . . . puts acrush- 
ing burden upon the taxpayers in the particular year when the 
[extraordinary expenditure] is made,’ whereas, according to Pro- 
fessor Adams, ‘‘ When a government gives bonds in return for capi- 
tal, the individual who supplies the capital does not feel the sense 

t Cf. citation above. 
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of personal loss which attends the payment of a tax. He has merely 
changed the form of his property.’”* That is to say, he does not 
feel the loss now. And by inference the whole nation has no such 
feeling of immediate burden as it otherwise would have. 

On what assumption will this be true? If the future distribu- 
tion of bond-canceling taxes were known in advance, it would be 
true only on condition that those slated to bear the brunt in future 
could not now feel that sense of sacrifice which those who have the 
means and must necessarily pay the present cost would now feel 
if they expected no repayment out of taxes levied on other classes. 
For if bondholders expected virtually to have to take out of one 
pocket in taxes as much as they would put back into the other 
pocket as interest and repaid principal, then bonds would lose their 
charm to all who are at least moderately rational. 

In practice, however, the future apportionment of debt- 
canceling taxes is not usually foreknown (except as to tax-exempt 
provisions when inserted in bonds). Here, then, the conditions 
under which the argument would hold are, first, that the rational 
element among the bondholders should expect other classes to pay 
the bulk of the debt to them; secondly, that the rational element 
among these other classes should not expect to do so; and, thirdly, 
that the irrational element who must otherwise be hit by present 
taxation are very numerous. This last condition is doubtless quite 
unreal because the rich and well-to-do, from whose incomes war 
taxes could chiefly be drawn, if it were so desired, probably number 
an exceptionally high percentage of forethoughtful individuals. 

As for the other two conditions, the fact is that war bonds 
usually mean, in the words of Professor Davenport already cited, 
“a mortgage of the masses to the classes” —and, to a much lesser 
extent, to themselves. All the small bondholders hoping for a net 
reimbursement are therefore deceived, although no more so than 
the rational element among the non-bondholders who expect to 
escape reimbursing the large bondholders, if any of them really do 
so expect. In so far as the masses (whether bondholders or not) 
fail to visualize the future, they are soothed only by an ignorance 
which it is not very exalted policy to exploit. And to forethoughtful 

* Cf. citation above. 
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bondholders the bond method offers no solace unless it either 
(1) tacitly deceives them, or (2) promises them future benefits at others’ 
expense. 

Whatever added mental comfort the bond plan secures is there- 
fore discredited by the price paid for it. Nor is it an uncompen- 
sated gain even in the present. For in so far as the bond plan hits 
the small fry among the fixed-income classes by expanding bank 
loans and inflating prices, their intense privation is an important 
offset to the soothing of bondholders. 

And if in the “calculus of utilities” the net result may be termed 
a gain, it is that only temporarily and not for the whole period over 
which bond extinguishment is spread. For, as time drags on, the 
shortsighted and deceived classes of taxpayers undergo compensat- 
ing hardships, which under the usual conditions are often of an 
intense sort, because of the meagerness of many incomes so drawn 


upon. 

Therefore the “reduced-burden” argument for bonds not only 
presupposes deception, but, whatever unimportant truth it may 
contain, is valid only as regards a limited time or a given class of 
people (notably the rich and well-to-do) and not as regards the 


whole time and number of people affected by war financing. For 
which reasons the argument is quite inconclusive. 

However, the first consideration to most economists and busi- 
ness men nowadays is the growth of the supply of capital goods, and 
to such of them as criticize the “‘pay-as-you-go”’ plan on this score 
that criticism is the weightiest objection. 

There are two minor variations on this theme, of which the first 
is the familiar argument recently voiced by Mr. Otto Kahn, that 
the taxing method would cause “expatriation of capital.” This 
claim refers, of course, to the current flow of income, past accumu- 
lations being already invested in forms which cannot as a rule be 
exported. And its weakness lies in the facts: (1) that, even if they 
expatriated themselves, owners might be made to pay taxes here 
upon that flow when first received as “income” from this country; 
(2) that self-expatriation and removal from the United States would 
be necessary, in order to escape taxes here on returns from foreign 
investments; and (3) that, whatever foreign tax rates may be 





FUNDAMENTAL FACTORS IN WAR FINANCE 869 


today, there was never more uncertainty as to what they will be 
tomorrow or the day after. 

The second minor objection is that heavy taxation would cause 
“capital to go into hiding.” If this refers to failures to report 
current income, the difficulty may be largely obviated by adminis- 
trative efficiency, and the country will not be poorer anyway for 
the income successfully concealed. If it refers to refusals to 
reinvest income, the obvious reply is that it would be less 
profitable to bury one’s talent and to get no returns from it than to 
invest and get a positive return, however diminished temporarily 
by taxation. 

The major objection, however, is that the “pay-as-you-go” 
policy would impair the incentive to effort more than the bond plan— 
presumably this is what is implied in Professor Seligman’s state- 
ments that “to abandon the use of credit is to revert to primi- 
tive economic conditions and to lessen social productivity” and 
that “. ... the tax-only policy would require more than the 
total surplus of social income,’’* for there is no other explana- 
tion for either. Now there are several reasons for doubting that 
theory. 

In the first place, if we assume that considerations of gain are 
the chief motive in war as well as in peace, it may be that current 
taxation would force an economizing rather than a relaxation of 
effort, i.e., through the adoption of “scientific management” in 
private production—this being relatively easy in times when, as 
now, the demand for labor is greatest. 

Secondly, the effect upon incentive depends largely upon the 
kind of tax chosen. Comprehensive taxes on competitive produc- 
tion may perhaps be a serious deterrent, if there is no escape 
through greater efficiency. But not so with rapidly progressive 
income taxes, taking very great portions of the upper ranges of 
large incomes, provided the rates be graduated so as to leave the 
recipient substantial (although diminishing) remainders from each 
successive portion of his income. The possibilities of such a 
non-relaxing form of tax have doubtless never been more than 
“scratched” hitherto. 


* Cf. New York Times, May 31, 1917. 
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And finally, there is an added sustainer of effort in war which 
peace times do not commonly afford, namely, patriotism. Of 
course the sacrifices which this may prompt are limited by the 
elementary requirements of life, and therefore the wealthy may do 
more from this motive than other classes can. Their professions 
recently have been positive and no doubt sincere. There is there- 
fore no reason to expect them to be “slackers” under very heavy 
taxes in war time, even assuming that scientific tax forms would 
so prompt them in ordinary times. In so far as taxes are a deter- 
rent at all, that fact is a caution against leaving a legacy of debt 
to be paid off in normal times, when the motive of patriotism is 
absent, rather than against severe taxation in war time. 

From the standpoint of industrial stimulus, then, it may well 
be that the “pay-as-you-go” method is preferable to its alterna- 
tive in the retrospect of times after the war and is equally desir- 
able meanwhile. But a second factor bearing upon the capital 
goods supply is fully as important, namely, the volume of private 
consumption. 

On this score a very ingenious theory has been advanced by the 
National City Bank of New York, which, because of the bank’s 
influence in certain quarters, deserves detailed examination. Under 
the heading ‘Savers and Spenders” the bank divides society into 
two groups, the majority among both rich and poor who spend all 
they get under whatever conditions and the minority, likewise 
scattered among all social classes, who save, and the argument 
runs tacitly as follows: 

The standard of living of the savers is rigidly fixed, for, as the 
bank states elsewhere, “‘under no conceivable circumstances will 
taxation encroach upon the portion of [their] income which is 
devoted to [their] own support.’? But the standard of the spenders 
(including by inference a majority of men of enterprise) is quite 
flexible and may be substantially reduced by taxation even in peace 
times without relaxing their will to work (otherwise the forthcoming 
conclusion as to a net capital gain might not hold). Therefore, 
says the bank, all taxes upon the savers represent a loss to the capital 
fund unless returned to them in the guise of interest and principal 

* Cf. Economic Circular, May, 1917. 2 Ibid., June, 1917. 
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on money received from them as loans. And all taxes on spenders 
represent a gain to the capital fund by furnishing means toward 
repaying the savers as bondholders. 

So far so good, but the conclusion does not go far enough. For 
the rest of it is this: the more that spenders’ waste is shut off now 
by taxation, the less funds must the savers supply now (whether as 
taxes or loans or both) to meet a given government expenditure. 
Thus all savers’ contributions whatever represent a loss in capital, at 
least a temporary loss and an unnecessary one, in so far as the 
funds might have been obtained from the current income of 
spenders instead. 

From the capitalistic standpoint the ideal policy would therefore 
be to tax spenders “‘to the bone”’ and let savers go free or only 
borrow from them. But the bank would concede that to be 
impracticable and doubtless too severe a case of ‘taxing for social 
purposes,” which financiers usually frown upon. 

The next-best arrangement would be to tax both spenders and 
savers “‘to the bone.” By putting the maximum present burden 
on spenders, that would make the minimum demand on savers. 
True, the latter would pay more taxes than under the bond plan, 
but less in taxes and loans combined; and to that extent they would 
have more for private investment. But, since by admission the 
spenders include a majority in all income classes, this result could 
be achieved only by combining heavy income taxes with whatever 
consumption taxes were thought tolerable. 

The bank, however, favors relying chiefly on consumption taxes 
and loans, which would deplete the current capital supply by every 
dollar of the larger spendthrifts’ income allowed to go to waste. 
Would this loss be more than made good after the war? Not unless 
the spenders were to pay a larger fraction of the long series of taxes 
out of which war bonds were canceled than they would pay of the 
shorter-lived and more severe taxes under the “pay-as-you-go” 
plan. But that is contrary again to the assumption that spenders 
form a majority of every income class. Therefore on its own 
hypotheses the bank’s plan would no more than tardily make good 
after the war that unnecessary present loss of capital which it 
would entail. 





872 JOURNAL OF POLITICAL ECONOMY 


And furthermore, it would make it good more largely out of 
humble spenders than under the alternative plan. “Paying as you 
go”’ would put a more effective stop to spendings on jewels and art, 
grand opera and cabaret, pleasure automobiles and power boats, 
palatial residences and hotel accommodations, winter vacations in 
California and at Palm Beach, valets, footmen, and the hundred 
other functionaries of ornamental personal service. Whereas the 
bank’s program would for a much longer time shut off a narrower 
range of expenditures on dispensable articles of food and drink, 
cheap amusements, cheap ornaments, and other “luxuries” of the 
masses. 

The chief objection, however, is not to the bank’s failure to per- 
ceive all the conclusions latent in its premises, but to the invalidity 
of those premises themselves. In the first place, there is no warrant 
for assuming that taxation in peace times will not relax effort and 
so retard the labor and managerial sources of new capital. And 
secondly, the inflexible standard of living attributed to all savers 
is doubtless true only of an insignificant number within that group. 
It cannot be said that the net amount of bond payments made to 
the great majority of them in future will not increase their spendings 
and so will all be “restored . . . . to the capital fund,” or that 
current taxes will not reduce their war-time consumption at all. 

The truth seems rather to be that the consumption of everyone 
is elastic, but that the different fiscal methods are not equally suc- 
cessful, as Professor Sprague has so forcefully urged, in bringing 
home the need for thrift. If buyers of government bonds realized 
the physical unproductiveness of the investment and also expected 
future taxes to make it financially valueless to them, then self- 
interest or patriotism or both might move them to economize as 
much as severe taxation would. But the very thing that makes the 
bond plan seem less ‘“‘burdensome”’ during war is also the foe to 
economy, namely that ignorance of or hope of escaping future tax 
burdens to which reference has already been made. 

The superiority of the tax plan in checking consumption there- 
fore seems incontestable. Even if we assume this to be wholly 
offset by its alleged effect in relaxing effort, the result would be no 
less favorable to the capital supply than under the bond plan, either 
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at the end of the war or in after years. But in so far as patriotism 
is a war-time substitute for gain as a motive and as certain forms 
of tax are not deterrents anyway, these factors make for better 
immediate conservation of capital under the “pay-as-you-go” plan— 
a conservation, moreover, without such extreme hardships to the 
small fry among the fixed-income classes as result whenever price 
increases follow in the train of inflated bank loans under the bond 
method. So much for “the goose that lays the golden egg.” 

A final objection is that taxation “dries up the sources of charity 
and educational endowment” more than borrowing does. The 
extent to which this is true depends, of course, on whether bene- 
factions are exempted in the income-tax law—philanthropists will 
naturally give away more untaxed than taxed income. 

But if we admit that the claim is true as to private sources, 
what of it? “A man having a national reputation in civic work 
states that the number of very wealthy who systematically 
support reform or charitable movements is probably mot more than 
5 per cent of the total of that class.”* Therefore if there is no 
exemption of gifts in the law and if all incomes are only moderately 
taxed in order to spare the 5 per cent, then the 95 per cent are 
encouraged in wasteful consumption and either the capital supply 
or the popular consumption of “necessities” suffers, or both do. 

The tax policy, on the other hand, if it temporarily cuts down 
the gifts of the charitable, also provides the means for public sub- 
sidies to indispensable agencies (like the Red Cross) out of taxes 
on both the charitable and the uncharitable. All that severe taxa- 
tion necessarily “dries up”’ is the self-gratulation of benefactors. 
If it also cuts down luxurious consumption and nonessential chari- 
ties, that is just what furthers the supreme end in war time. 


IV 


For the foregoing reasons the taxing policy seems preferable 
from the standpoint of the economic and cultural interests of a 
nation as a whole rather than of small groups thereof. But in the 
present instance the administrative machinery hitherto sufficient 
for peace needs would not be immediately adequate for the demands 


* Equity (Philadelphia), July, 1917, p. 134. 
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of multiplied war taxation. For this reason alone a resort to bonds 
is necessary as an emergency measure. 

For how long should such bonds run? And, which is a more 
important question: should these obligations be exempt from tax 
or not? Unless exemption secures some peculiar benefit to the 
government and better conserves the capital supply, the presump- 
tion is against it. 

On behalf of exemption it is urged that that policy makes it 
easier to secure the desired volume of public loans. That is quite 
untrue. Ease of flotation depends simply on the interest rates 
offered in the respective cases, and a given volume of non-exempt 
bonds will sell as readily as if they were exempt, provided the 
difference in rate is sufficient. 

It is urged, however, that exemption yields some net saving in 
interest costs to the government. Now if all lenders were subject 
to the same rate of income tax, that claim would manifestly conflict 
with the whole theory of capitalization, which holds in brief that 
the allowance of any future tax immunities is compensated by the 
beneficiary’s payment in a lump sum of the “present worth”’ of 
such advantages, im so far as they are assured at the time of bond 
purchase, and no more. Suppose, for example, that the proposed 
issue of war bonds could be floated non-exempt at a price 
yielding the investor a gross interest return of 3.6 per cent before 
deducting taxes. Suppose also a flat income-tax rate of 3 per cent 
on all investors’ incomes. This would mean an annual deduction 
of about ;', of their interest receipts or .1 per cent of the principal, 
leaving 3.5 per cent as their met interest return. It would, then, 
be immaterial to them whether they paid a price yielding 3.6 per 
cent gross interest or, if the bonds were exempt, paid a higher price 
yielding 3.5 per cent net interest, and for the same reason it would 
be immaterial to the government. 

Unfortunately for our calculations, the case is not so simple as 
that, because bond-purchasers will include investors paying all the 
way from no income tax at all up to a considerable portion of the 
higher ranges of individual income. And moreover, the supertax 
rate is not the same for all portions of a given income, but increases 
for the successive portions as the income itself increases in size. 
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Tax exemption therefore is a great boon to some investors while 
none at all to others. And owing to the fact that under our present 
law exempted income is not reported as income at all, exemption saves 
the wealthy the very highest rates they would otherwise have to 
pay, on the amount of their bond investments, as the top portions 
of their incomes. 

Now the demand for bonds by these wealthier income taxpayers 
would of course be increased by the exemption feature and would 
tend to raise the price of bonds paying a given nominal rate and 
thus to lower the resulting rate to the investor. But how much 
would it do so? That depends on how much of an impetus the 
exemption gave to the original demand of the wealthy (at the 
expense of investments in private industry), upon how sensitive 
those classes not benefited by exemption were to diminished returns, 
and thus not only on the extent to which the wealthy displaced the 
humbler classes in the government bond market but on the com- 
petition they met with in so doing. It is not a question, as some 
economists have intimated, of the make-up of the bondholding class 
as regards either the ‘otal numbers from different income classes 
comprising it, or the amount of their respective class contributions. 
It is a question rather of: (1) the number of “‘ marginal purchasers”’ 
within each income class who are stimulated (or indirectly deterred) 
by exemption, (2) their responsiveness to exemption, as indicated by 
the increases or decreases in their purchases attending a given 
change of interest rate, and (3) the potency of these sensitive pur- 
chasers in the market.for non-exempt bonds—.e., the ratio of their 
savings to the savings of all purchasers. 

By exemption, then, the government would gain the amount of 
increase in bond prices paid by those not subject to income tax 
(their number being fewer and total purchases smaller than if there 
were no bond exemption to increase the competition of the well- 
to-do). And, if prices went high enough, it might also gain more 
from the lower class of income-tax payers than it lost by forfeiture 
of their future taxes, the number of such purchasers being likewise 
diminished by the increase in price. 

On the other hand, it would neither gain nor lose by the pur- 
chases of the class whose incomes were of such a size that their 
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increased price contributions merely offset their future tax exemp- 
tions (the number within this class being presumably least affected 
by the change of method). And it would lose the difference between 
the sum of price-increases paid by an augmented number of the 
wealthy and well-to-do and the greater amount of future taxes from 
which they were freed. 

What would be the net result? One man’s guess is as good as 
another’s, provided both are equally disinterested. The writer 
would certainly not beg the question, as did Mr. Victor Morawetz,' 
by first guessing that the exemption plan would raise prices enough 
to reduce interest cost one-eighth (i.e., from 4 per cent with no tax 
exemptions to 33 per cent under exemption) and by then arguing 
that the taxes forfeited would probably not equal that fraction of 
the interest which must otherwise be paid out under the non- 
exemption plan. The flaws in this argument seem to be, first, that 
price-increases probably have a much more discouraging effect on 
those among the humbler classes who would otherwise be bond- 
buyers than Mr. Morawetz assumes; and hence these increases 
and the resulting saving of interest to the government are not as 
substantial as claimed (cf. Professor T. S. Adams’ testimony on the 
experience of private corporations in dropping tax-exempt guaran- 
ties).2_ And secondly, the government loses in addition whatever 
future increases in income taxes are not contemplated at the time of 
bond sale, and so are ineffective (as Professor Seligman has well 
pointed out) in stimulating the present demand of those benefiting 
by exemption and in raising their price offers. 

To the government therefore there is not the slightest assurance 
of gain as a motive for relinquishing future taxing rights, and as a 
deterrent there is the danger of very severe loss in case rates are 
subsequently raised. For the bondholders, on the other hand, 
there is certain gain to the very wealthiest, offset by equally 
certain loss to those among the humbler classes not driven 
out of the government bond market. The condemnation of 
exemptions by the economists mentioned is therefore amply 
justified. 

* Cf. New York Times, April 17, 1917. 

* Cf. New Republic, April 7, 1917, p. 293. 
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There is, of course, no requirement in the language of the six- 
teenth amendment for the exemption of state and municipal bonds 
from tax any more than of federal bonds: “Congress shall have 
power to lay and collect taxes on income from whatever source 
derived,” etc. All that is necessary to such taxation is a court 
respectful of the ordinary meaning of words as against the alleged 
self-contradictory intent of their framers. 

It is, of course, too late to remove the exemption feature from 
the Liberty Bonds of June, 1917, but not to remove it from future 
bonds. . 

V 

What forms of tax should bear the brunt of the burden under 
the “pay-as-you-go” plan? If the annual cost of American par- 
ticipation in the war and of any aid to the Allies not immediately 
paid for by them were all paid out of taxation, and if this cost 
should be so great as to equal the sum of annual pre-war capital 
accumulation plus wasteful consumption, then the answer would be 
easy—each major kind of tax hereafter to be mentioned should be 
“worked to the limit.” But this is not the prospect at present 
(September, 1917). 

The question therefore becomes: in which order and to what 
extent should the revenue possibilities of the various taxes be 
exhausted? And this is not to be determined by any dictum as to 
what portion of the war cost should be met by curtailed consump- 
tion and what portion by curtailed capital accumulation. 

There are two reasons for this. In the first place, all these 
major federal taxes curtailed both consumption and private invest- 
ment, and the proportions in which they fall upon the two are quite 
unknown. (Cf. the comment on the argument of the National 
City Bank in Section III preceding.) Banker I. N. Seligman in his 
June, 1917, report of the Committee on Taxation of the New York 
Chamber of Commerce said: “‘Emphasis should further be laid upon 
taxes on consumption, with a view of conserving for ourselves and 
our Allies all available resources of raw material and of finished 
product.” If, as seems to be the case, his implication was that such 
taxes check waste and conserve capital more than severe excess 
profits and income taxes, then proof of that fact isin order. (This 
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quotation is typical of thousands of statements in recent financial 
discussion which sin rather by what they omit and imply than by 
what they assert.) 

But, secondly, even if the exact effect of these several taxes in 
checking waste or investment were known, the problem of how 
far to make each contribute toward the total shrinkage desired in 
either direction would still remain. 

Therefore, so long as taxes do not absorb the whole social income 
above a subsistence level, the resort made to the different taxes 
must depend on considerations as to the distribution of burdens 
between persons rather than between the categories of waste and invest- 
ment. This is obviously an ethical issue, toward the solution of 
which the writer knows no more helpful principle than “equality 
of sacrifice.” He is well aware of the familiar objection that 
“there is no common denominator or outward measure of men’s 
feelings’’ and hence no measure of the privation which any given 
distribution of money burdens will cause them. But an imperfect 
criterion, incapable of exact and rigid application, is better than 
none at all. 

Applying this one, then, we find a very general agreement that 
sacrifices of the food, clothing, fuel, and shelter necessary to main- 
tain physical vitality are more keenly felt than is the abandonment 
of the more refined forms of consumption, no matter how imbedded 
in habit these may be. Likewise inroads upon small savings are 
as a rule more grievous than proportionate inroads upon the larger 
surpluses, which generally represent much less privation in the 
“saving.” Therefore the war financier’s aim should be to levy 
upon small incomes and the essential articles of commonest con- 
sumption only as a last resort after exhausting the possibilities of 
all other less burdensome taxes. 


VI 


The least burdensome of all is the excess-profits tax—when 
“excess” is properly defined. This involves (1) a definition of 
“normal”’ net profits, above which the excess is to be reckoned, 
and (2) specification of the deductions to be allowed in finding 
total present profits. 
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For concerns which have not added considerable new equipment 
to their plants as they stood in 1911 or 1912 “normal profits” may 
well be taken as the average of actual profits in the three or four 
years preceding 1915, with the same average allowance for depre- 
ciation, whether then correctly reserved or not (otherwise past 
neglect to deduct depreciation would inflate past profits as a basis 
for comparison if greater depreciation were deducted from present 
profits). For concerns which have added considerable new equip- 
ment in the past three or four years an arbitrary ‘‘normal”’ income 
must be imputed to that equipment. This is usually a fixed per- 
centage of its original cost. 

The chief controversies over deductions to be made in finding 
present net profits center around the items of depreciation and 
interest. The original House revenue bill of May, 1917, did not 
allow deduction of interest on business loans.’ Nor did it allow 
for depreciation and obsolescence charges, although in industries 
using machinery purchased at inflated war-time cost and not 
adapted to alternative peace uses the latter charge would be con- 
siderable. Owing to the uncertainty of our military future, obso- 
lescence charges are also extremely uncertain. The government is 
best able to assume such risks and should therefore provide all 
new war-factory equipment (as England has done in part) and lease 
or operate it as seems best. That would not only vastly simplify 
the administration of the excess-profits tax, but would remove the 
only basis for the present demand for low rates, the benefits of 
which now go to those whose risks are slight as well as to those 
who risk much. The increase in yields by the imposition of high 
rates would much more than pay the cost of the factory investments 
required, the result being great gain for the government. 

There is now one other pretext for low rates, namely, that profits 
are taxed more than once whenever they are paid from one corpora- 
tion to another (holding company) before distribution to individuals. 
The House bill of May, 1917, properly corrected this feature of the 
old law. But the Senate amendment which applies different rates 
to successive portions of a given excess seems clearly indefensible.” 

* Cf. New York Times Annalist, June 4, 1917, p. 750. 

* Cf. “Losing Our First Trenches,” New Republic, July 14, 1917, p. 292. 





880 JOURNAL OF POLITICAL ECONOMY 


The English rate is now 80 per cent, and the adoption of the 
foregoing changes would wipe out all valid objections to a go-per 
cent or even a 100-per cent rate here—except perhaps as regards 
the occasional instance of war-time transfers of pre-war equipment 
at prices much higher than its “normal income” would warrant. 
Such property might be taxed as new equipment or left to the 
discretion of an administrative board. But it represents the excep- 
tion rather than the rule and should be treated as such, by what- 
ever method. 

Excess profits under the tax plan would of course be less because 
of the lesser expansion of bank loans, but still very formidable. 
The merit of a tax upon them as against the income tax is that the 
former may be made to obtain a larger portion of the excess than 
would be realized if this were first paid out to stockholders and then 
partially recovered under a schedule of graduated rates. And a 
flat go-per cent or 100-per cent tax would yield several billion 
dollars per annum under present conditions (the more lenient 
English tax with a maximum rate last year of 60 per cent yielded 
$700,000,000).'_ The yield of slightly over a billion dollars expected 
from the Senate’s September revision of the House bill is, of course, a 
mere fraction of what could be obtained, but is an improvement upon 
the recommendation of the Committee of the United States Chamber 
of Commerce that only $200,000,000 be taken from this source. 

The next least-burdensome levy is the income tax. As regards 
this the chief controversies center around the rates of supertax and 
the amounts of exemption allowed. 

It may be that revenue needs will compel a reduction of exemp- 
tion allowances. But in order to equalize the sacrifices of taxation, 
which are now more grievous to the middle class than to the 
wealthy, the present and proposed supertax rates should be mul- 
tiplied before lowering the exemptions. To take g5 per cent of the 
balance of all incomes over $100,000 and to multiply, say by six, 
the present rates on lesser incomes would doubtless still leave much 
revenue to be raised from other sources. 

Against such supertaxes all the classic objections noticed in 
Section III are raised. And in addition Mr. Otto Kahn uses the 

? Cf. E. R. A. Seligman, “‘How to Finance the War,” Columbia War Papers. 
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indefensible bond-exemption feature of the present law as the 
ground of another ingenious plea. He claims that the inducement 
thus offered the wealthy to invest in the Liberty Loan is so great 
as to require private borrowers to pay 8-10 per cent to equalize 
the net yield to such lenders, and complains that this will hamper 
private borrowing. 

This of course is only half the story. As was previously seen, 
the low interest rates incident to tax exemption drive the “mar- 
ginal” element of small bond-buyers out of the government bond 
market and into private investment, just as the wealthy are driven 
the other way. Doubtless these small fry (or the savings banks) 
will not furnish all the desired private capital at “‘tolerable”’ rates, 
but that cannot be had at any rate whatever, if the war is to be 
efficiently conducted. While Mr. Kahn and others likewise mis- 
guided think they are exposing a flaw in progressive taxation, they 
are really only proving that a nation cannot burn, blow up, and 
sink its surplus and have it too. 

Even with excess profits taxed at 100 per cent the forementioned 
supertaxes would yield several billion dollars additional, and under 
a comprehensive system of reporting all disbursements to the gov- 
ernment this sum might be collected with slight evasion and very 
moderate expense. On the other hand, the expense of collection 
would be multiplied by reducing the exemption allowances, not 
only because of the greatly increased number of taxpayers, but 
because, as Professor Seligman remarks, the American middle class 
comprises a peculiarly large proportion of farmers, a group especially 
negligent of bookkeeping and “refractory” toward income taxes." 

He estimates, moreover, that if the exemption limit were 
reduced to $1,500 for single men and $2,000 for families, the addi- 
tional yield would be only $4,000,000-$8,000,000 for each 1 per 
cent of tax. War needs may justify such a relatively unproductive 
levy, although not under the supertax rates in existing bills. But 
there is no warrant for the expectation that the new groups of con- 
tributors will take any greatly increased interest in affairs of the 
federal government. Washington is too remote geographically 
from the average man, the Hamiltonian structure of government 

* Cf. Columbia War Papers, Series 1, No. 7. 
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too devious and complicated, and the general feeling of impotence 
toward it too vivid to remedy by tax doses. 

Supertaxes are therefore vastly superior to normal taxes in 
fiscal productiveness, as well as precedent to them in ethical justi- 
fication. But however the two are actually adjusted, the greater 
severity of war rates increases the need for several changes in per- 
manent features of the law. Income should be defined so as to 
include the rental value of premises used by the owner and of 
produce consumed on the farm, and so as to allow deductions for 
losses “outside one’s business”’ and for obsolescence, as well as 
ordinary depreciation, of property. From the disbursers of divi- 
dends and interest the government should require only “informa- 
tion at the source,” collecting the tax from the recipients. And 


there should be an exemption allowance for each dependent child 
in a family, as well as for the parents. 

No increase in the corporation tax is recommended, in order to 
keep double taxation at a minimum. For the same reason the 
taxation of the previously taxed income of holding companies 
should be abandoned. And in order not to put special penalties on 


the accident of death within the war period, there should be no 
special tax on inheritances. 

Third in the order of choice for war purposes and in yield the 
writer would put consumption taxes, using that term in the broadest 
sense. The particular levies should be chosen with a view to con- 
serving the vitality of the masses, to leaving them scope for normal 
emotional expression (e.g., through family life and cheap amuse- 
ments), and to making it possible for those who were hitherto small 
savers to continue saving and keeping ‘‘a stake in the country.” 

To that end the heaviest special taxes should be upon liquors 
and tobacco, upon pleasure automobiles and automobile accessories 
(notably tires and gasoline), and upon many of the indulgences of 
the wealthy, such as jewelry, electric piano players, club dues, 
opera, and cabaret. Of such taxes those which hit the most 
people—namely, excises on liquor, tobacco, and oil—were foremost 
among Civil War sources of revenue, as the list given by Professor 
Seligman shows. But that list shows no tax on food products, such 
as was recently proposed for tea, coffee, sugar, and cocoa. Anexcise 
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ofa cent a pound on domestic sugar would fall primarily on producers 
well able to stand it, as long as the sugar tariff is retained, and 
should be imposed as a compensator thereto. But otherwise these 
food taxes, along with those on transportation, retail light and gas 
bills, and the cheaper amusements should be utilized only as a last 
resort. 

In the light of the foregoing the Senate proposal of September, 
1917, to tax tobacco and liquors $264,000,000 is quite acceptable, 
and likewise the automobile license tax (to yield $40,000,000) as 
far as it goes. But a revision which multiplies the former corpo- 
ration tax while anticipating only $300,000,000 from individual 
incomes, which rejects the House proposals to tax jewelry, auto- 
mobile tires, and club dues, and which levies upon transportation 
(freight, passenger, express, and parcel post) for nearly $160,000,- 
ooo is equally to be regretted. There need be no regret, however, 
that in this latest Senate revision the recommendation of the com- 
mittee of the United States Chamber of Commerce, to levy $550,- 
000,000 in excises or the equivalent, was not carried out. The 
moderate levies proposed for excess profits and individual incomes 
are not sufficient to justify that. 

It is true that severe taxes on these latter sources would require 
a more expert administration than levies on consumption, and a 
much more extensive and efficient one than the present schedules 
require. But with the help of such organizing genius as has 
recently hurried from private life to the aid of other departments 
in Washington, agencies fully competent to the task might be in 
smooth working order in the course of the next several months. 
Professor Seligman’s fear that under the “pay-as-you-go” plan 
the machinery of taxation would break down would then be in no 


danger of realization.’ 
VII 


Another phase of the subject which raises ethical considerations 
is the share of war costs which the United States is to assume. 
Obviously this need not be limited to the expense of equipping, 
transporting, and maintaining our own troops. On the other hand, 
warrant for so doing might perhaps be found in a study of the 


* Columbia War Papers, Series 1, No. 7, p. 13. 
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contributions of the Allies to the underlying causes of the present 
war together with the dubious character of their “terms” as foun- 
dations for future peace. Any pronouncement on the international 
distribution of burdens would be out of place here and is not 
attempted. 

But so long as the United States does actually refuse to give 
outright to the Allies all that they cannot or will not contribute 
from their own national incomes toward war costs, the question 
remains how are they to pay for the supplies we do not contribute 
free. They can do so only by giving us claims on future income, 
in the form either of (1) title to specific property represented by 
private securities, or (2) a general promise to pay such as their 
government bonds contain. And in either case such claims could 
be delivered direct to the American capitalist, as the Allies did with 
the investments of their own capitalists earlier in the war, or to 
our government as the general representative and guarantor of the 
American capitalist, as is now being done. 

Are both kinds of payment still possible? Within certain 
limits, yes. French and English capitalists in 1914 held at least 
$6,000,000,000 of securities issued in the United States alone, of 
which probably not one-half has as yet been sold here as one means 
of paying for past purchases. It is true that part of the unsold 
portion is now “tied up”’ here as collateral for loans to the Allies, 
and another part is in American safety vaults as a means of pre- 
venting its forced surrender to the Allies’ fiscal authorities. But 
international comity might as easily force surrender of British-held 
securities in the United States as it threatens to conscript British 
subjects here, the unpledged securities both here and abroad might 
be sold here and the proceeds used to pay off the collateral loans, 
and the collateral so recovered then sold in turn until not a dollar 
of American securities was owned abroad. Furthermore, there are 
hundreds of millions, if not billions, of Allied investments in Canada 
and South America which are so “‘gilt-edged”’ that they might like- 
wise find a market in this country and help materially to swell the 
total of Allied credits here. Probably a total of four or five billion 
dollars could be realized by such sales of both North and South 
American securities. 
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Which kind of payment is preferable, then? The liquidation 
of foreign holdings in America is preferable because it avoids the 
danger of repudiation latent in foreign government bonds, which, 
if it transpired, might force reprisals by the cancellation of foreign 
titles to United States securities and their distribution pro rata to 
our capitalists injured by such repudiation. Let no one be deceived 
as to the seriousness of that danger. As Professor Alvin Johnson 
remarks, future events are quite possible under which “‘we might 
as well prepare to write off to total loss the three billions and the 
billions we may lend in the future. At any time in the next three 
decades let war clouds grow heavy over Europe and every income- 
tax payer in the United States may as well prepare to economize” 
(ie., to make good the Allies’ permanent default). 

Of course a total liquidation of Allied holdings would work an 
inconvenience, if not a loss, to foreign capitalists as against paying 
with the “1.0.U.’s” of their respective governments, but tender- 
ness toward foreign capitalists should hardly be the first considera- 
tion in American statesmanship. If it is right that the Allies 
should do more than pay what they can or will out of current 
income, it is equally and highly expedient that they should do so 


by relinquishing American securities as long as these last. The war 
will bequeath future troubles enough without our borrowing any 


unnecessary ones. 
But, after exhausting that source of payment, the Allies might 
still be debtor to us and have only their government notes and bonds 
to give in settlement. In the last analysis these must be purchased 
by our capitalists. The only question is whether our government 
should assume liability for repaying our capitalists if the Allies 
“welch” on their obligations later. It is now assuming such 
liability by borrowing billions to invest in the ‘‘I.0.U.’s” of the 
Allies. If our taxpayers were being compensated for the risk thus 
thrust upon them and if the liability of each taxpayer in case of 
Allied default were equitably determined now, then there might be 
some excuse for this unheard-of exploit in governmental under- 
writing. But not only is there no such compensation for risk, but 
in case of repudiation and loss an inequitable distribution among 
* Cf. New Republic, May 5, 1917, p. 12. 
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taxpayers is almost certain. And the loss would be as much of a 
surprise to most of them as the risk had been previously unknown. 

It is highly desirable therefore that the Allies should borrow any 
deficits from our capitalists individually. True, that would require 
payment of interest commensurate with the risk now thrust on the 
American taxpayer, instead of a rate made abnormally low by 
exempting government bonds from taxation. But, let us repeat: 
tenderness toward the foreign taxpayer should not be the first 
concern in American policy. 

It may be urged, however, that the credit of the Allies is now 
so weak that they could not borrow enough here privately to cover 
their periodic deficits. ‘If that assertion be proved true by the 
failure of actual attempts to do so, then the situation calls for 
either more drastic taxation by them to improve their credit or the 
outright payment by us of a larger share of the costs of war. But 
for the reasons already cited that larger share, if accepted, should 
be raised by current taxation and not by borrowing. 

The present plan of loans to the Allies errs, then, in not relying 
upon taxation for such aid as our government chooses to give them 
and in not requiring them to finance any remaining deficits with 
funds obtained direct from our capitalists, through the sale either 
of private securities acceptable to the latter or of bonds of the 
Allied governments. As Professor Davenport intimates, our foreign 
loan is one of the most dubious features of the whole financial 
plan. 

VII 

Reviewing, now, the practical conclusions to which the foregoing 
argument has led, they may be briefly summarized as follows: 

1. Measures which aid the financier indirectly are regulation 
of private expenditure (e.g., by “rationing” and censorship of 
capital investment) and stoppage of public improvements. Regu- 
lation applied to consumption requires such elaborate administra- 
tive machinery as to be practical only as regards the great “‘staples.” 

2. Such regulation coupled with control of exports largely 
obviates the need of price control, which, however, may serve a 
fiscal purpose in the case of government monopolization of various 
distributive lines for profit. 
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3. Except in so far as it is necessary to borrow to cover tem- 
porary deficiencies while administrative machinery is being per- 
fected and returns collected, the cost of American participation in 
the war should be paid only from tax receipts or from government 
profits in distributive activities. 

4. The bonds representing such emergency borrowings should 
run for a period of not over ten years and should not be exempt 
from tax. 

5. These bonds should be offered at a rate of interest sufficient 
to secure their purchase by private investors. Commercial banks 
and trust companies should either be prohibited from buying the 
bonds of any government and from lending money to individuals 
for that purpose or should be required to diminish other assets to 
the same extent as they made such loans. 

6. With the definition of ‘‘normal”’ profits and of deductions 
from current gross profits as above outlined, there should be a flat 
excess-profits tax at a rate approximating 100 per cent. 

7. Under the individual income tax the war rates upon the 
larger incomes should be multiplied progressively until 95 per cent 
of all portions of incomes over $100,000 is taken. This should be 
the prerequisite to a lowering of the exemption limits. The extent 
of such lowering and of the new “‘normal”’ (minimum) rate of tax 
should depend in turn upon the severity of consumption taxes 
imposed. 

8. The prerequisite to added consumption taxes upon the masses 
(other than as to liquors and tobacco) should likewise be the drastic 
taxes specified above, upon excess profits and incomes, and also 
heavy taxes upon luxuries. 

g. Any non-military aid rendered the Allies by our government 
should take the form of a gift paid out of the proceeds of taxation. 
If that is not enough, the balance should be obtained from our 
capitalists individually through the sale either of private securities 
owned abroad or of bonds of the Allied governments. 


FRANK F. ANDERSON 
CoLuMBIA UNIVERSITY 





TAXATION VERSUS BOND ISSUES FOR FINANCING 
THE WAR' 


The controversy which has been raging between the advocates 
of taxation and the advocates of bond issues, as a means of war 
financing, results in part from lack of clear thinking and in part 
from the conflicting interests of individuals and classes. Confusion 
of thought is probably the principal source of conflict. There is 
no economic subject as to which fallacies are more widespread and 
deep-seated. 

We shall clarify our thought if with some precision we consider, 
first, the sources from which funds for war expenditures can be 
drawn. It should be observed that this inquiry comes substan- 
tially to the same thing as an inquiry regarding the sources from 
which the labor and the commodities for war uses can be obtained. 
What the government needs for war is not money, but men and 
goods. 

The only important source of funds for war expenditure con- 
sists of the surplus of current income—the excess of the income 
of the people above their other expenditures during the actual war 
period. This, again, is the same thing as saying that it is chiefly 
by the diversion of the current productive power of the nation to 
war channels that the war must be provided with men and sup- 
plies. The surplus of income represents the surplus of labor per- 
formed and commodities produced during the war which are not 
used for non-war purposes. 

A surplus of current income available for war expenditure may 
be obtained in three ways: first, by an increase of production 
through speeding up; secondly, by saving in consumption; and 
thirdly, by reducing the investment of new capital in non-war 
enterprises. 

t Presented before the conference of the Western Economic Society and the City 
Club of Chicago, June 21, 1917. 

888 





TAXATION v. BOND ISSUES FOR FINANCING WAR 889 


There seem to be those who suppose that the entire burden of 
the war can be carried by speeding up production and increasing its 
efficiency. The slogan of “‘business as usual” implies this idea. 
We have been told that there is no particular need of economy 
in consumption except of food; and, also, that the nation ought 
not to slacken its investment of capital during the war, but ought, 
if anything, to increase such investment in order that it may be 
better able to compete in the markets of the world when the war 
is over. Most of those who have taken these positions are simply 
resting on fallacy. They think that one can eat his cake and have 
it too. Some of them, however, honestly believe that the pro- 
ductive power of the country is normally far below its possible 
maximum and that it is capable of vast expansion under stimulus. 

It is true that a considerable expenditure of an unusual charac- 
ter may be taken care of by speeding up production. In ordinary 
times a great deal of labor and capital are wholly or partly idle or 
are working with comparative inefficiency. The new demand for 
production created by the war tends to keep all labor and capital 
busy and puts pressure on them to increase their efficiency. But 
we must remember that industry in the United States has already 
been speeded up materially in the last three years because of the 
demand for war supplies to be shipped abroad. While additional 
increase in production may be achieved in the same direction, the 
limits are probably not wide. 

There can be no doubt that, if our own war expenditures— 
aside from what we supply to the Allies—become, as they easily 
may, equal to a quarter or more of the present national income, 
increased efficiency of production will fall far short of meeting 
them. It will be absolutely essential for us both to save in con- 
sumption and to reduce materially the annual investment in new 
capital. 

It is evident that even the poorer classes of the community can, 
if put to the necessity, save considerably in current consumption, 
while the more well-to-do could reduce their consumption by a very 
large fraction. That the people must save, if they are to pay war 
taxes or to buy war bonds in large amounts, really scarcely needs 
argument. The fallacy of “business as usual” during war is 
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kin to the old fallacy that extravagant expenditure creates demand 
for labor and is good for the people. Saving in war time is a patri- 
otic duty. 

It has been estimated by the National City Bank that approxi- 
mately $5,000,000,000 of the annual income of the country is in 
normal times devoted to new investments. It is a familiar fact 
that many persons of large income invest annually from half to 
nine-tenths of their income. Much as we should prefer not to 
check our industrial progress, we must remember that the very 
fate of all our past investments—indeed, the fate of the nation 
itseli—is at stake in the war, and that, purely from the material 
standpoint, it is good economy to spend what is necessary to save 
them, even if we temporarily forego industrial expansion. It is 
probable, in fact, that the largest one source of funds for the con- 
duct of the war will have to be found in the diversion of that 
surplus income which ordinarily goes into investment. 

Sources of war revenue other than the surplus of current national 
income are, for the most part, either not available for the United 
States or comparatively unimportant. 

In the first place, it is evident that a war might be financed in 
part by the accumulation by the government of great quantities 
of munitions and other supplies during previous times of peace. 
That means preparedness. That our government has done very 
little in this direction is all too obvious. 

In the second place, a war may be financed to some extent by 
borrowing abroad, by securing the surplus of the income of foreign 
countries on promise of repayment out of future income of the 
home country. It is obvious that the United States could not now, 
if it would, use this means of war finance; on the contrary, it 
is under the necessity of itself lending heavily to its allies. 

In the third place, some writers lay considerable stress on the 
thought that previous accumulations of private capital may fur- 
nish an important means of war finance. Professor Seligman, for 
example, in his recent brochure, How to Finance the War, suggests 
that there may be a large loan fund in existence, the accumulated 
profits of recent years which have not yet been invested, the use 
of which in payment of subscriptions to the loan involves simply 
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a change of investment from private enterprise to government 
service. 

This suggestion rests in considerable part on a confusion between 
individual economy and the economy of society as a whole. There 
is not at any one time a very large uninvested surplus of previous 
income. The individual may have a large amount, say, of last 
year’s income deposited in a bank or invested in a temporary loan. 
He expects to withdraw the deposit or to collect the loan later and 
to make a more permanent investment. For him it is an available 
surplus. Meantime, however, the money is being used. It is rep- 
resented by fixed or circulating capital in the hands of borrowers 
from the bank or from the individual capitalist. If the owner 
of the surplus income withdraws it from the bank or from the loan 
to buy government bonds or otherwise finance the war, the bor- 
rowers must, primarily from the surplus of their current income, 
repay what they have borrowed. Current income must, for the 
most part, foot the bill. 

Again, Professor Henry C. Adams suggests that, while we 
cannot convert fixed capital into war supplies, it is possible to do 
so with circulating capital. Such a process, however, has very 
narrow limits. Circulating capital, in the last analysis, consists 
essentially of partly finished products, of stocks of finished consum- 
able goods, and of finished capital goods of certain kinds not yet 
actually in productive use. The total of such products and goods 
in the country at any one time probably represents only a fraction 
of one year’s income. Many of them are not adapted to war uses. 
Besides, only a comparatively small part of them can be dispensed 
with. They are, in the main, a part of the necessary means of 
conducting business. At the utmost, it would scarcely be possible 
to finance more than part of the first year of a war through the use 
of previously accumulated circulating capital. 

Another way, comparatively unimportant, in which previously 
accumulated capital may be made a source of war revenue is by 
allowing fixed capital to depreciate during the war. However, so 
far as such fixed capital is used in necessary production, a policy 
of this kind would soon prove disastrous. It would before long 
result in a reduction of current income. 
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The conclusion seems to be, therefore, that the surplus of cur- 
rent income must be the principal source of funds for the financing 
of the present war. The fundamental question is whether that 
surplus shall be obtained for government use by borrowing it or 
by taxation. 

The most basic fact which must be borne in mind in discussing 
this problem is that, for the people considered as a whole, domestic 
borrowing postpones no burden to the future. This really follows 
at once from the fact that only goods produced before or during 
the war or men living during the war can be used in conducting 
the conflict. We cannot shoot a shell to be made in 1930. The 
future is not here to bear burdens. Of course borrowing abroad 
does make it possible to postpone the burden of the home country. 

Borrowing at home, so far as a nation as a whole is concerned, 
is precisely similar to borrowing by an individual from himself. 
The reason the individual may gain by borrowing is because he 
borrows from another person. Would John Smith gain anything 
by writing a note to this effect: “‘Fifty years from date I and my 
heirs promise to pay to myself and my heirs $1,000 with interest 
at 6 per cent”? So far as the nation as a nation is concerned, a 
government bond issued at home is precisely similar to such a note 
in its effect. 

This idea that the burden of war expenditures can be deferred to 
future generations is the supreme fallacy of finance. Many a busi- 
ness man, whom we have every reason to consider sincere, insists 
that he is willing to bear his full and just share of the war burdens, 
but adds that he can see no fairness in making the present genera- 
tion bear the entire cost of the war, when the future generations are 
equally to profit byit. The future generations will, to be sure, have 
their burden from this war. They will have, in all probability, a 
somewhat depleted heritage of capital. They will presumably 
have to pay billions in pensions. But the future generations cannot 
repay to the present generation its outlay in the conduct of the war. 

Conceive, for example, that the present generation should wholly 
pass away in forty years. If war bonds still remained unpaid, the 
next generation would have to bear taxes to pay interest and prin- 
cipal. But it would be paying to itself; it would have inherited 
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the bonds as well as the taxes. What it paid would not be a bur- 
den on the people of that generation as such. It would not be 
repaying the present generation. The fact that generations gradu- 
ally merge into one another does not change in the slightest the 
logic of the matter. 

The same argument which applies to the future generations 
applies as well to the future years of the present generation. Pro- 
fessor Seligman, among others, is not disposed to favor long-term 
bonds, but urges short-time bonds in preference to taxes for a 
large part of the war expenditure. He says it would be easier for 
the people to pay for the war in ten years than in three, assuming 
that it is over in three years. As a matter of fact, for the people 
considered as a whole it would not be one whit easier. What the 
people as a whole receive as interest and principal repayment, that 
they must also pay. They defer no burden by the short-time 
bonds. 

While domestic bond issues postpone no burdens to the future 
as such, they do make possible a readjustment of the war outlay as 
between individuals and classes in the community. The really funda- 
mental questions involved in the issue of taxation versus borrow- 
ing as a means of war finance are questions of social justice in the 
distribution of burdens. The war must be paid for now, but there 
may be a reassessment of expenses among us afterward. For 
instance, those who have paid more in the first place may be 
recouped by those who have paid less. We shall all have bought 
our chips, but we may still play to see who gets, and who loses, 
them. 

If we could assure ourselves that the distribution of taxes after 
the war would be as just as the distributicn of taxes during the war, 
there would be little choice between taxation and borrowing, were 
it not for the fact that, by inflating prices, bond issues cause injus- 
tice as between individuals and classes, a point which will be dis- 
cussed later. 

Most of what will be said with regard to the relative advan- 
tages of bonds and of taxation has particular reference to that part 
of war expenditures which is paid for, in the first instance, out of 
the surplus of the current income of the people. To the extent 
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that previously accumulated capital can be and is to be taken for 
financing the war, it should be obtained by borrowing and not by 
taxation. It may be suggested, however, that if the advantages 
of taxation over borrowing as a means of securing the surplus 
of current income should appear material, we ought seriously to 
question the wisdom of trying to induce men to contribute out of 
their capital by offering bonds, many of which of course will be 
bought at the same time by others out of income. At any rate, 
the policy of issuing bonds for this purpose may well be confined to 
the early stages of the war, during which, in any case, it is difficult 
to get the taxing machinery into shape to collect adequate funds. 

In one very minor respect, perhaps, the reassessment of war 
expenses after the war, made possible by the bond plan, may con- 
tribute to justice. There are at all times occurring changes in the 
incomes of individuals. Great fortunes disappear. The newly 
rich man of the future will of course be a beneficiary of the results 
of the war. It might be considered fair perhaps that out of his 
new riches he should contribute large taxes toward the bonds held 
by those who furnished funds during the war. However, these 
changes in the distribution of income are not so great as is some- 
times supposed. Particularly if the war is financed by short- 
time bonds, the great bulk of the nation’s income will, during the 
period of bond repayment, be distributed in substantially the same 
fashion as at present. The really important question regarding 
the just assessment of war burdens does not arise out of changes 
in the distribution of income, but out of the inequality in the distri- 
bution of income. The important thing is that there should be a 
fair apportionment of taxation as between the richer and the poorer 
classes. It is much to be feared that it would be less possible to 
secure such a fair apportionment if the war expenditures are 
reassessed after the war under the bond plan than if they are set- 
tled, once for all, under the policy of “‘pay as you go.” 

In order to get any clear idea as to the justice and the feasi- 
bility of different methods of distributing the burden of war expendi- 
ture, it is necessary to arrive at some estimate, in the first place, 
of the proportion of the total national income which will be required 
for war purposes, and, in the second place, of the distribution of 
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the national income among families, classified according to the 
amount of their incomes. 

It is not improbable that the United States will, by next year 
or at any rate before the war is over, be spending at least one-third 
of the total annual income of its people for the conduct of the war. 
In all probability in Germany today half of the nation’s income is 
going into the war; half of the productive power of the country is 
being devoted to the conflict. It is commonly stated that the 
United States must expect to spend 15 or 20 billion dollars per 
annum on the war. This is roughly two-fifths of the national 
income. No one knows, of course, exactly what that income is. 
The most thorough investigation of the subject is that of W. I. 
King. His estimate for 1910, which I have checked with some care, 
was in round numbers $30,000,000,000. In view of the increase 
of population, the speeding up of industry, and the inflation of 
the currency, it is probable that the present figure would be around 
$40,000,000,000; it might possibly be $45,000,000,000. Needless 
to say, the real income has not increased in such a ratio, but we 
are dealing with income expressed in terms of money. 

The accompanying table (Table I) attempts a rough classifi- 
cation of this national income. I have undertaken to divide it 
into ten equal parts, according to the magnitude of individual 
family incomes, and to show the approximate limits of the family 
incomes constituting each class. In this table I have followed in 
a general way the classification made by W. I. King, but, on account 
of the rise in prices and wages, I have raised considerably the 
limits of the several income classes. 

Whatever the imperfections of this table, it is accurate enough 
to demonstrate that a very large proportion of the total income of 
the country is made up of the millions of small incomes. It is 
probable that incomes exceeding $25,000 do not in the aggregate 
form more than one-tenth of the national income. 

If we assume that as much as one-fourth of the total income 
of the country will be required for war purposes, two conclusions 
follow at once from such a classification of incomes. In the first 
place, it is not possible to finance the war exclusively through the 
contributions of the richer classes; and, in the second place, it is 
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almost equally impossible to finance it by calling for an equal rate 
of contribution from each class. These conclusions hold whether 
the money be obtained by taxes or by bonds. 


TABLE I 


Approximate distribution of national income into tenths according to magni- 
tude of individual family incomes [Col. 1]; approximate percentage of its income which 
each class should contribute in order that the total contribution should equal one- 
fourth of national income [Col. 2]; and percentage of total contribution which each 
class would then contribute [Col. 3]. 
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Even if substantially all the income of persons having incomes 
of $5,000 or more were turned over to the government, it would 
not be enough to meet the war expenditures. On the other hand, 
it cannot be expected that families with incomes of less than $900, 
whose incomes together make up roughly three-tenths of the 
national total, should out of their meager means contribute one- 
fourth to the government. Undoubtedly such families could 
continue to exist, even with such a deep cut into their incomes, 
but it would be most unwise from the standpoint of national effi- 
ciency, and indeed suicidal from the political standpoint, to adopt 
any financial policy which would compel them to do so, unless, to 
be sure, our straits become so desperate that, by common consent, 
it appears necessary to spend considerably more than one-fourth 
of the total national income for war purposes. 

I have thought it worth while to compute a series of progres- 
sively increasing percentages, representing in some fashion what 
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proportion of its income each of the classes distinguished in the 
table might be expected, without undue hardship, to contribute 
in the first instance, by loans or taxes or both, to the support of 
the war. No assumption is here made that these percentages rep- 
resent a just distribution of the final burden of the war. On the 
basis of a total war expenditure amounting to one-fourth of the 
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national income, I have figured, for example, that the class with 
the smallest incomes might be expected to contribute 10 per cent 
of their incomes, and the class with the largest incomes, 75 per 
cent of theirs. The average of the several percentages is 25 per 
cent. The percentages increase but slowly for the lower-income 
classes, but much more rapidly for the higher classes. A column 
is also added showing what proportion of the total war expendi- 
ture would, on the basis of these percentages, be contributed by 
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each class, ranging from a contribution of 4 per cent by the lowest 
class to one of 30 per cent by the highest class. 

It may, of course, be argued by the advocates of highly pro- 
gressive taxation for war purposes that the rates of taxation might 
be made even more sharply progressive than the percentages in this 
table; that the rates for the lowest classes might be made still lower, 
and those for the highest classes still higher. Or it may be urged by 
the friends of the bond-issue plan that the rich can be induced to lend 
to the government a larger proportion of their income than 75 
per cent. One may doubt, however, whether it is feasible to obtain, 
either by taxation or by borrowing, much higher percentages than 
here indicated, so long as no more than one-fourth of the total 
national income is required for war purposes. It should be borne 
in mind that these percentages are calculated on the basis of the 
average income of the class, not of the highest income. Doubtless 
the higher classes should be subdivided with a graduation of the 
percentages as incomes increase. We cannot expect, at least not 
for some time to come, that the more well-to-do will completely 
change their habits of consumption, or that they will entirely forego 
making investments in non-war enterprises. To attempt to obtain 
for government use more than half of an income of, say, $12,000 
(which is about the average for the income class from $5,000 to 
$25,000) would scarcely seem practicable, at least for some time 
to come. 

At any rate, let us assume for the sake of clearness in the fur- 
ther discussion that the various income classes do contribute 
during the war itself, either by paying taxes or by buying bonds, 
in the proportion indicated. 

Now, it is perfectly evident that, if the war should be financed 
wholly by domestic bonds, purchased out of surplus income by the 
various classes in the proportions indicated, and if after the war 
the taxes for the debt service should be laid upon the several 
classes in precisely the same proportion, the bond issue would not 
result in any general shifting of burdens. Each class would then 
be paying the interest and repaying the principal of the bonds 
it held. Apart from the effect of the bonds in inflating prices 
they would result in no advantage and no disadvantage to any 
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class, as compared with the plan of collecting the same sums in 
the first instance by taxation. Were it clearly understood that 
(so far as income classes rather than individuals are concerned) 
post-war taxes would be levied in practically the same proportion 
as bonds are held, there would be little ground for desire on the 
part of the wealthy that the war be financed by bond issues rather 
than by taxation. 

However, it is possible by the bond plan to readjust the burden 
after the war—possible to put more of it on the poorer classes. 
For while, for example, it might not be politically feasible to obtain 
from those in the class with the lowest incomes more than, say, 10 
per cent of their incomes during the war, which would represent 
4 per cent of the total war expenditure, that class would undoubt- 
edly be able, by dividing the burden over a considerable series of 
years, to pay interest and principal on more than 4 per cent of the 
national debt. The members of this class would after the war 
pay as taxes more than they received on the bonds they held. In 
this way the rates of taxation for the more well-to-do could be kept 
down. They would receive more than they paid. In other words, 
part of what they had advanced to the government would be repaid 
to them by other social classes. 

This brings us, then, to the two fundamental questions in the 
issue of taxation versus borrowing: In the first place, is the ulti- 
mate assessment of the burden of war expense on a highly pro- 
gressive principle socially just? In the second place, is it feasible 
to collect by taxation any such proportions of the income of the 
several classes as it would be necessary to collect if no bonds were 
issued ? 

We certainly could not collect the entire cost of the war by 
taxation unless we levied taxes at highly progressive rates; at rates 
approximately corresponding to the percentages set forth in 
Table I. Is this a fair distribution? Or would it be more fair 
that part of the moneys which the more well-to-do contributed 
shoujd be later repaid to them by the less wealthy ? 

Most of us, business men and economists alike, believe in some 
measure of progression in the taxes for war purposes, whether 
levied during the war or after its close. The only difference among 
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us is usually a matter of degree. If, as is pretty generally con- 
ceded, the principal measure of just distribution in taxation is the 
ability to pay, the degree of sacrifice involved in the payment, the 
rich man unquestionably may properly be called on to pay a mate- 
rially larger proportion of his income asa tax than the poorman. To 
take from a man who has an income of $600 a tax of $60 cuts dis- 
tinctly into his standard of living; it makes him forego what are 
virtual, if not absolute, necessities. To take from a man who has 
an income of $100,000 a tax of $10,000 involves little, if any, reduc- 
tion in his standard of living; in all probability it means merely a 
reduction in the investments which he makes out of income— 
a slowing up in the rate of accumulation of his wealth and of increase 
in his income. The sacrifice of the poorer man is far greater than 
that of the richer. 

The principle of equality of sacrifice justifies a very consider- 
able measure of progression in tax rates, even for ordinary peace 
expenditures. For war expenditures the argument in favor of 
progression is still stronger, and a more rapid rate of progression 
is justifiable. For in war time the need of the nation is so great 
that it calls upon multitudes of its citizens for the greatest of all 
sacrifices, that of their very lives. The welfare of the entire coun- 
try, both for the present and for the future, is at stake. It is the 
duty of every citizen to share in war’s burdens to his utmost. 
There is no definable limit to his obligation. The citizen who 
contributes even his entire income beyond what is necessary to 
subsistence itself, does less than the citizen who contributes him- 
self to the nation. 

If conscription of men is justifiable, conscription of income is 
a logical corollary. This slogan has been attacked in some quar- 
ters on the ground that it assumes that only the poorer men will 
be conscripted to fight. It is urged, and rightly enough, that, 
as a matter of fact, the rich are equally subject to conscription, 
and, indeed, are quite as likely as the poor to cheerfully devote 
their lives to the nation’s service. But has this criticism any 
real validity? The principle of conscription implies the justice 
of demanding from each citizen all that he can give, both of per- 
sonal service and of money contribution, not the one as a substi- 
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tute for the other. It is the duty of the poor man, if called upon, 
to give what he can spare from his income, and his life as well, 
and it is the duty of the rich man to do the same. We ask of each 
citizen to sacrifice his all, if need be, for his fellow-men and his 
posterity. 

In discussing the social justice of a system of war financing, we 
may properly consider, moreover, the ultimate effect upon the dis- 
tribution of wealth and income among classes of the community. 
Many, if not most, of us believe that, quite regardless of the methods 
by which the more well-to-do have obtained their wealth or obtain 
their present incomes, the inequality in income as among the various 
classes is greater than is socially desirable. A tremendous gap 
lies between the penury of the millions and the affluence of the few. 
We should dislike to see any action of the government in connection 
with the war which would increase this disparity of income. 

Now, it is evident that if the war is financed by bonds with a 
view afterward to providing for the debt service by taxes less highly 
progressive than would be necessary if the expenses were met by 
taxation during the war itself, the result would be ultimately to make 
the rich richer. Part, at least, of the saving which they undertook 
during the war in order to contribute to the government’s needs 
would ultimately be repaid to them out of taxes levied upon the 
poorer classes. Their capital would thus become greater than it 
was before the war. After the taxes for repaying war bonds had 
ceased, the annual income of the rich bond-buyer would be actually 
greater than before the war. On the other hand, if during the war 
itself highly progressive taxes were levied sufficient to meet the 
war expenditures, they would not serve, in any appreciable degree 
at least, permanently to lessen the inequality of income. They 
would not make the rich permanently poorer. This statement 
assumes that the taxes would be paid out of income, not out of 
capital—an assumption which requires but insignificant qualifi- 
cation. The sacrifice of all classes would be temporary—for the 
period of the war only. After the war expenditure ceased each 
class would be in the same relative position as before. Only during 
the war would the income of the rich be reduced more than that 
of the poor. 
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In substance, then, war financing by bond issues is likely, even 
apart from its effect on incomes through the inflation of prices, to 
result in an increased inequality in the distribution of wealth and 
income. This is not a necessary result, for the taxes for debt serv- 
ice might be so levied as to prevent it, as virtually to make each 
class pay interest on, and repay the principal of, its own loans 
to the government. There would be little likelihood, however, 
that the taxes after the war would be made sufficiently progressive 
to bring this about. The great political power of the well-to-do 
classes would almost certainly enable them, if they sought to do so, 
to shift part of the burden on the poorer classes, and they would 
probably seek to do so. The patriotism which during the war 
itself might induce the rich willingly to pay taxes according to the 
full measure of their ability is bound to wane considerably when 
the warisover. There is little enthusiasm about paying for a dead 
horse. 

The tax policy, then, is more likely than the bond policy to mean 
the ultimate payment of war burdens in the manner which is socially 
equitable. 

Thus far we have passed over the matter of the effect of bond 
issues on the incomes of different individuals and classes by reason 
of the inflation of prices. There has been so much discussion 
already regarding the effects of national borrowing upon prices that 
I shall not enter into a detailed presentation of the argument. It 
seems to be the opinion of the large majority of economists and 
of others capable of judging the question, that, except so far as the 
bonds are sold to individuals who severally pay for them out of the 
immediate surplus of their incomes, they are likely to serve to inflate 
prices. That is to say, so far as bonds are purchased with bor- 
rowed money, they bring about an increase in the amount of credit 
in the community which has an effect similar to an increase in the 
money supply itself. The transaction would not represent simply 
the transfer of purchasing power from individuals to the govern- 
ment. It would represent an increase of purchasing power. It 
is also generally agreed that it would be almost impossible to 
prevent large resort to borrowing on the part of subscribers to 
war bonds. 
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There is a grave danger, moreover, that continued and heavy 
resort to borrowing as a means of war finance will ultimately lead 
to the direct inflation of the currency by paper money. The 
temptation to enforce the making of loans to the government by 
paying for the government’s purchases with paper money becomes 
very great as soon as the borrowing has reached such a stage that 
interest rates are high. Moreover, under our present banking laws 
it will be possible for the banks to increase the currency through 
the issue of bank notes, if the demands of expanding credits make 
it profitable to do so. 

One need not undertake to prove that expansion of the circula- 
ting medium, either in the form of actual currency or bank credits 
and the use of checks, inflates prices. We all know it must do so. 
All that is necessary is to emphasize the social injustice which 
results from price inflation. Were all prices advanced alike, 
including the price of all forms of labor and including interest on 
previous investments, price inflation would not change the rela- 
tive incomes of different individuals and classes, and would do 
little harm. Such, however, is far from being the case. Wages 
always lag far behind commodity prices. Salaries generally lag 
behind wages. Many incomes fixed by long contracts do not 
increase at all; the holder of a railroad bond, for example, gets no 
addition to his income when prices advance. Those whose incomes 
increase not at all or increase less suffer for the benefit of those 
whose products advance more rapidly in price. The wage-earner, 
for example, finds, not merely an absolute, but a relative, increase 
in the cost of his living. The prices of what he buys rise more than 
his wages. Grave injustice as between individuals and classes is 
thus worked by the inflation of prices, and any policy which is 
certain or even likely to inflate prices should be avoided unless 
there are still graver evils attendant on every alternative policy. 

The enormous advance in prices which has already taken place 
since the war in Europe began renders it particularly important 
that we should, if possible, avoid further inflation. While many 
individuals and some large classes of the population have profited 
through the high prices of recent years and the general stimulation 
of business, it is more than probable that the wage-earning classes 
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in general are worse off today than they were before the war, and 
it is certain that great numbers of other persons are worse off than 
before. Indeed, one of the serious objections to levying any con- 
siderable war taxes upon the wage-earning and salaried classes lies 
precisely in the diminution of real income which so many of them 
have already suffered. 

The question still remains, however, whether it is feasible from 
the fiscal and political standpoints to collect by taxation during the 
war period a sufficient amount to cover the war expenditures, 
whether there are practical difficulties in the tax plan which offset 
its advantages in principle. To pay as we go would, as already 
shown, demand both extremely high taxes on the rich and taxes of 
considerable severity upon the poorer classes. Can we devise 
means of assessing and collecting taxes which will bring the revenue 
needed, which will not destroy business, and which will preserve a 
fair measure of justice as between individuals ? 

We are, of course, confronted with difficulties of psychology and 
of mistaken economic ideas. The fallacy so widely prevalent that 
the future can and should share in the burden of war expenditure 
might, if the pay-as-we-go policy were adopted, cause bitterness 
and lead to deliberate attempts at evasion, even on the part of 
those who are perfectly willing to bear their fair share of the burden. 
When even a man of intelligence harbors the idea that by buying a 
bond he is making an investment instead of a contribution, without 
ever asking himself whether his future taxes for debt service will 
exceed what he receives in the form of interest and principal, it 
may seem preferable to take advantage of this notion as a means of 
securing money for the government more easily. It would appear, 
however, that the majority of the people already dimly recognize 
the fallacy; a great many of them recognize it clearly. The poorer 
classes, from whom, after all, we must expect considerable contri- 
butions to the war expense, very generally are coming to feel that 
the bond plan is likely to be a means of increasing their relative 
share of the burden. Moreover, we must consider the effect of 
the two methods of finance, not only upon the attitude of the people 
toward giving financial support to the war, but also upon their 
attitude toward enlistment and other personal service. A majority 
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of the men who fight will probably soon come to understand the 
financial problem and to feel that those who stay at home are sup- 
porting them more loyally by paying taxes than by buying bonds. 

If once this fallacious idea as to the postponement of burdens 
can be dispelled, it is probable that there would be comparatively 
little difficulty in securing general support for heavy taxation, even 
from those charged with the highest rates, and that the great major- 
ity of the people would pay such taxes without attempt at evasion. 
One can hardly overestimate the effect of patriotic sentiment 
during war time as an aid to the fiscal policy of the government. 
Much heavier taxes can be successfully collected during war than 
during peace. It is byno means improbable, for example, that after 
a year or two of war a given rate of income tax would produce twice 
the revenue it produced before the war. Of course there would be 
evasions, and evasions represent, not merely loss of revenue, but 
injustice as between individuals. Nevertheless, the evasions even 
of heavy war-time taxes are likely to be less than the aggregate of 
evasions during a longer period of post-war taxes designed to pro- 
vide for debt service, when patriotic spirit no longer is so efficacious 
in checking evasion. 

One of the chief arguments ordinarily advanced against ex- 
tremely heavy taxation is that it would destroy business, that it 
would, to use an old adage widely quoted in this connection, kill 
the goose that lays the golden egg. For the most part this criticism 
rests on fallacious reasoning. It is true that taxes unintelligently 
devised may have such an effect in considerable measure. The only 
fund out of which taxes ought to be paid is the fund of net income. 
So far as they are drawn from net income, they have comparatively 
little tendency to destroy business. They cut into the profits of 
business, but they do not eliminate the source of profits. It may 
readily be that by adopting indirect methods of attempting to 
reach net income the government may cut off the net income of 
certain enterprises altogether or may in some cases take more than 
the net income. It follows merely that the greatest care should be 
exercised in choosing the method of taxation. 

The notion that even taxes paid out of net income tend to 
destroy business is substantially unsound, although it possesses 
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some small elements of truth. The underlying fallacy is closely 
kin to the fallacy of “business as usual.” Those who argue that 
heavy taxes, even if paid out of net income, will destroy business 
have usually in mind the fact that they would check consump- 
tion, especially of unnecessary commodities, and would thus reduce 
the demand for certain goods, reduce the profits of those producing 
them, and lessen their ability to contribute to the support of the 
war. Such persons overlook the fact that the productive power 
which is deprived of a market in certain directions will, for the 
most part, be greedily absorbed in the production of things necessary 
for the war; that the total income of the community is not neces- 
sarily reduced by reducing consumption in certain directions. It 
is true that some capital, which is engaged in the production of 
luxuries and which is incapable of adaptation to the production of 
required commodities, must go out of commission, thus tending 
to lessen the national income, but this loss is probably more than 
counterbalanced by the continuous and efficient employment of 
other capital and of practically all labor—by the general speeding 
up of industry. 

Those who object to heavy taxation on this ground, moreover, 
fail to realize that very much the same effect must necessarily 
follow from large borrowing on the part of the government. Money 
used to buy government bonds can, no more than money used to 
pay taxes, be devoted to the ordinary channels of consumption. 
It is a fair question, indeed, whether the financing of the war pri- 
marily by bond issues would not disturb business even more than 
would financing primarily by taxation. Large government bor- 
rowing necessarily diverts much capital from its ordinary employ- 
ment. For one thing, it is bound to result in extensive calling of 
private loans for the purpose of investment in government bonds. 
This may go so far as seriously to hamper many enterprises, even 
enterprises engaged in very necessary lines of production; it may 
even bring about a financial crisis. 

It must be conceded, however, that exceedingly high taxes may 
in some cases cause hardship and disturb business, and that under 
certain conditions loans might cause less hardship and disturbance. 
Not all income of men of a given income class is equally available 
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for immediate contribution to the government. The net income 
of the one may be pledged to the payment of indebtedness, of rent, 
of subscriptions to securities made before the tax was levied. The 
income of another may be really needed for new investment in an 
enterprise necessary for the proper production of the country, per- 
haps for war production itself. The income of still a third may be 
almost in its entirety readily available for contribution to the gov- 
ernment; indeed, he may have accumulations of past income, which, 
from his own personal standpoint at any rate, are readily convert- 
ible. To tax all three heavily is in some measure to disturb busi- 
ness and to inflict unequal burdens. If, on the other hand, the man 
with free income or with accumulations of the past can buy bonds, 
the interest and principal of which will in part be repaid to him 
subsequently by the others, an advantageous adjustment will have 
been made. Putting the matter in another way, the bond plan 
leaves a considerable measure of leeway; it leaves to the individual 
a desirable amount of choice, of discretion, as to the time and 
manner of his contribution to the Treasury. 

Were it not for the serious danger that bond issues would be 
made to result, not merely in such reasonable adjustments of bur- 
dens in point of time, but in a wholesale transfer of them from the 
more well-to-do to the poorer classes, the argument above mentioned 
would go far to justify a considerable resort to the policy of bor- 
rowing. As it is, the balance of advantage still seems to remain 
with the tax policy. It would seem possible for arrangements to 
be made by most men who are subjected to heavy taxation, by 
which they may tide themselves over any temporary difficulty due 
to the tying up of income. And, in particular, the objection that 
heavy taxation would render difficult the investment of the new 
capital needed for war enterprises themselves may surely be met 
by advances of capital by the government, or by permitting certain 
corporations, under due regulation, to retain free from tax, at least 
for the time being, the surplus profits which they need for further 
investment. 

It is no part of the purpose of this paper to suggest in detail a 
system of war taxation. To discuss the many problems involved 
would take a great amount of time. A few fundamental ideas 
may, however, be presented. 
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In the first place, it is evident that, if the principle of progres- 
sion, which is so essential both to justice and to the obtaining of 
the necessary revenue, is to be largely applied, very great reliance 
must be placed upon the taxation of individual incomes. While 
the excess-profits tax, in the sense of a tax which seeks to take for 
the government part of the increased profits due to the war itself, 
is just and may properly be a large source of revenue, the heavy 
taxation of corporations merely as such is incompatible with the 
principle of progression. Taxes upon corporations fall equally 
upon persons of very widely varying individual incomes. One 
stockholder may be a multi-millionaire, another a widow in mod- 
erate circumstances, and another even a wage-earner or a farmer 
of very small total income. Since practically everyone fully sup- 
ports the idea of taxing at least the medium-sized and large incomes 
directly and progressively, all that is necessary to do with the 
income tax, in case the policy of financing the war largely by taxa- 
tion is adopted, is to make up our minds to decidedly higher rates 
all along the line than have thus far been proposed. The machinery 
for ascertaining the incomes, at least the moderate and large 
incomes, is in existence or in process of organization. A heavy and 
highly progressive personal income tax would of course result in some 
evasion, which would both reduce the revenue and work individual 
injustice, but the evasion would be, as already suggested, far less 
than in times of peace. Not only would the patriotic sentiment 
help greatly, but the public would be prepared to support severe 
penalties for evasion, which in times of peace are scarcely enforce- 
able. 

It should of course be understood that, whatever our views as 
to the ultimate weight of taxation which is just and proper, we 
ought not to attempt to apply that full weight at the beginning of 
the war. It takes time to work out satisfactory laws and to develop 
adequate administrative machinery. Even more important, it 
takes time for the patriotic spirit of sacrifice to reach its maximum, 
and time for the people to realize the necessity of drastic taxation, 
and to accustom themselves to it. We may properly tax much 
more heavily the second year of the war than the first, and still 
more heavily later on. Much of what is said here as to proper 
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methods and rates of taxation, both of taxes on incomes and of 
other taxes, has reference rather to the later years than to the first 
year of war. 

It is probable that, if the policy were to collect practically the 
entire expense of the war by direct income taxes, the relative rates 
on incomes of different magnitudes indicated by the table already 
presented would represent not far from a fair distribution. In 
other words, if it were deemed necessary to take a quarter of the 
total national income for government use, the rates of tax might 
properly begin with about ten per cent on the smallest incomes, 
rise slowly to about 20 per cent on incomes of, say, $2,000, and 
then rise more rapidly until the average income of the highest 
income group distinguished in Table I would be taxed about 75 
per cent. 

Of course the progression should be made more gradual and 
continued to a higher maximum by subdividing the higher incomes 
into groups with varying rates. The very largest incomes of all 
might properly, it seems, be taxed up to almost go per cent of their 
amount. It is no more severe a burden to take go per cent of an 
income of $10,000,000 a year, which would leave the recipient still 
the huge sum of $1,000,000 to spend or to invest, than to take 10 
per cent of an income of $500 or $600. 

It does not seem wise to adopt a scheme of taxation which takes 
all of the excess of income above any limit whatever. There is 
some argument, perhaps, from the standpoint of social justice, in 
favor of the often advocated proposition that no man during the 
war should be allowed to retain more than, say, $100,000; that all 
that he receives above such an amount should go to the state. The 
difficulty is that fixing an absolute limit of this sort would, at 
least in the case of many individuals, discourage enterprise. They 
would feel that it was not worth while to exert themselves to the 
utmost, and especially not worth while to take risks, merely for 
the sake of increasing what they could pay to the government. 
On the other hand, there would still remain a very considerable 
incentive to enterprise if the income-producer were allowed to 
retain for himself a fraction, even as small a fraction as 10 per cent, 
of the additional income he could produce above a given limit. 
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It is a well-recognized fact that it is both unjust and inexpedi- 
ent from a fiscal standpoint to increase the rate of taxation on the 
total income in passing from a given income class to the next higher. 
Such a policy might easily result in leaving a person with a larger 
income a smaller amount, after paying his higher rate of tax, than 
was left to a person of smaller income after paying the lower tax. 
It is desirable, of course, that the higher rate should be applied in 
each case to the excess of income above the limits of the class. 
Table II, which has been worked out on this principle of applying 
increasing rates to the successive increments, would result sub- 
stantially in taking from the average income of each of the ten 
income classes distinguished in Table I the percentage indicated 
in that table. For example, if the rate on incomes up to $600 
were fixed at 10 per cent, a rate of 15 per cent on the excess over 
$600 would result in a total tax, on an income of $675, equal to 10.6 
per cent. This table suggests that the excess of any income over 
$100,000 be taxed at go per cent. In the case of an income of 
$500,000, for example, this would result in a total tax of $425,000 in 
round numbers, or 85 per cent of the income. It is not meant to 
imply, by this discussion of the proper relative rates on different 
incomes in case the income tax were the sole reliance, that, as a 
matter of fact, it should be the sole reliance. To the extent that 
other taxes are used, income-tax rates should be correspondingly 
adjusted. 

The excess-profits tax, as above defined—the war-profits tax— 
may properly be made to produce a very considerable revenue. 
There is pretty general agreement as to the justice of the principle 
that no one should profit by the nation’s calamity, that, except so 
far as it may be necessary to leave some stimulus to enterprise, 
the profits due to the war itself may justly be taken by the public. 
There are, however, some difficulties involved. 

In the first place, it is impossible to ascertain, and still more 
impossible to collect, any large fraction of the excess profits of the 
many concerns and individuals whose special war profits are small 
in absolute amount. In my opinion, the farmers taken as a whole 
have probably profited more and will profit more by the war than 
any other one class; perhaps more than all other classes put together. 
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There is no satisfactory way, however, to determine or to tax their 
excess war profits. 


TABLE II 


Rates of tax on the excess of incomes above specified limits which would result 
in a distribution of a total tax equal to 25 per cent of the national income approximately 
in accordance with the percentages of Table I. 
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The method of arriving at this total may be illustrated thus, for an income of $975, the assumed 
average of the fourth class: 


On first $600, 10 per cent equals $60.00 
On next $150, 15 per cent equals 22.50 
On next $150, 20 per cent equals 30.00 
On excess over $900 ($75) 25 per cent equals 18.75 


Total $131.25 


In the second place, it should be borne in mind that, if by excess 
war profits we mean the additional profits following our own 
entrance into the war, these will not necessarily be very large. 
The great demand resulting from the war in Europe had already 
caused large increases in the profits of many enterprises. The 
profits of some of these enterprises will doubtless be still further 
increased by our entrance upon the war, and those of some other 
enterprises may also be swelled, but the addition may not in the 
aggregate equal the increase that had previously taken place. On 
the other hand, there is some measure of injustice involved in 
levying heavy taxes on the excess of present profits over those 
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preceding 1914 or 1915. Many thousands of investors have bought 
stocks of corporations at high prices based on the large earnings 
of recent years. Some of these are persons of very moderate means. 
Their incomes and the market prices of their securities would be 
greatly reduced if a large fraction of the excess of the profits of 
these corporations, over what they were making before the Euro- 
pean war, should be taken by taxation. Of course, so far as the 
stockholders of these corporations remain the same as they were 
before the war, there is little, if any, injustice. 

It seems on the whole justifiable and politically expedient to 
levy two kinds of taxes upon the excess profits—one, a tax on the 
excess by comparison with the three or five years preceding 1915; 
the other, a tax at a higher rate on the excess since our own entry 
into the war. 

Very little is to be said in favor of an excess-profits tax which 
takes the form of a tax on the excess profits above a certain per- 
centage on the investment. Such excess of profits may bear no 
relation to war profits as such, and it may bear very unequally 
among different individuals who have purchased stocks in the 
corporation at different times and at widely varying prices. More- 
over, the tax would be much more difficult to assess properly 
because of the uncertainty as to the true investment to be used as 
a basis of computation. 

Income taxes and excess-profits taxes should be the principal 
forms of taxation designed to reach the families of middle-sized and 
large incomes. These should perhaps be supplemented by taxes 
on luxuries, designed to suppress their use and to compel saving, 
but there would be much less need of these if the other taxes were 
high. The inheritance tax should be continued, but not greatly 
increased. 

Greater difficulty confronts us when we reach the problem of 
securing adequate taxes from those of comparatively small income. 
It is generally considered impracticable to collect direct income 
taxes from wage-earners and from farmers. It is argued that it is 
both difficult to ascertain their incomes correctly and expensive 
to assess and collect the tax. On the other hand, indirect taxes 
present many objectionable features. 
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It seems to me not only practicable but desirable that, after 
the war has continued a year or so, we should undertake to apply 
income or quasi-income taxes to families with much lower incomes 
than those made taxable by the recent tax law. The chief 
argument for doing so lies in the enormous amount of injustice 
which is bound to result from indirect taxes sufficiently heavy to 
obtain the revenue that the receivers of such lower incomes ought 
to contribute if the war is to be financed chiefly by taxation. 

Moderate indirect taxes we can put up with despite the ine- 
qualities which result, but extremely heavy indirect taxes are most 
objectionable. In the first place, while it is the proper object in 
levying an indirect tax that the precise amount shall be shifted to 
the consumer, it actually happens sometimes that only a part of it 
can be so shifted, the remainder falling on the original taxpayer or 
on some middleman, and sometimes, on the other hand, that the 
consumer is forced to pay to the producer or the middleman more 
than the amount of the tax. No one can know just what the inci- 
dence of heavy taxes on commodities, for example, will prove to be. 
Moreover, when after the war the government seeks to reduce or 
to abolish the indirect taxes, all sorts of difficulties and inequalities 
are likely to appear. In the second place, no one can correctly 
foresee to what extent heavy indirect taxes will suppress consump- 
tion and defeat their own end by failing to produce the anticipated 
revenue. And finally, even if all the tax and no more is shifted 
to the consumer, the resulting burden on different individuals and 
families is likely to bear very little relation to their incomes or to 
their taxpaying ability. 

It would probably be wise in the later years of the war to tax all 
family incomes exceeding $1,000 by income taxes in the ordinary 
sense of the word; that is, by ascertaining as nearly as possible the 
actual family income and assessing a certain percentage upon it. 
This would involve little more difficulty, aside from some increase in 
the ratio of administration expense to revenue, than the application 
of income taxes to incomes of $2,000. It seems well worth while, 
moreover, to consider seriously the feasibility of something akin to 
the income tax—what may be called a class tax or a quasi-income 
tax—as a means of obtaining revenue from wage-earners and 
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farmers with still smaller incomes. Would it not be practicable 
with a fair measure of accuracy to assign each individual wage- 
earner, or perhaps better each wage-earning family, to a given 
income class and to collect a fixed amount of tax from all in that 
class? It would seem possible, for example, to ascertain fairly well 
whether a workingman’s income for the preceding year fell between 
$500 and $700, and to tax all incomes within these limits a flat sum, 
such as $25, making perhaps some deductions for dependents. 

As Professor Seligman has stated in his recent brochure, the 
incomes of farmers are peculiarly difficult to ascertain, and it is 
even more difficult to tax farmers adequately by indirect methods 
because they buy much less in proportion to their true incomes than 
do most other classes of equal wealth. One should not, however, 
exaggerate the bearing of this difficulty on our general tax problem 
by overestimating the magnitude of farm income. According to 
King’s calculations, agricultural incomes represent only 22 per cent 
of the national total; the figure at the outside can hardly exceed 
25 per cent. 

It would seem possible to apply a rough form of income taxa- 
tion even to farmers. They might, like wage-earners, be assigned 
to income classes. In doing so, we might place reliance partly 
upon their own statements as to production and expenditure and 
partly upon a valuation of their land and perhaps of their other 
farming capital. For example, one could by careful statistical 
inquiry ascertain with a fair degree of accuracy the average or 
modal income of a farmer in a given state whose farm was assessed 
at $10,000, and such information could be used as a check upon the 
actual reports of income. 

However, it would probably be desirable, if such a system of 
quasi-income taxes were adopted, to make them relatively light, 
and to supplement them by indirect taxes. While it is doubtful 
whether even grave imperfections in the assessment of such direct 
taxes would result in as great injustice among individuals as would 
follow equally heavy indirect taxes, nevertheless a moderate resort 
to indirect taxes has certain advantages. The fact that the con- 
sumer who pays the tax—to the extent that he actually does pay 
it—is often not aware, or only dimly aware, that he is being taxed 
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at all, has a certain value to the fiscal administrator. The policy 
of levying taxes in such a way as to “procure the most feathers 
with the least squawking”’ is bad ethically, but perhaps we must 
admit it to be in some measure expedient fiscally. 

Of course we could, if necessary, put up with indirect taxation 
as the principal means of reaching all incomes below those now 
fixed as the minimum for income taxation under the pending bills. 
It is not entirely clear, however, that one should favor the plan of 
financing the war primarily by taxation, if this meant that we should 
have to rely wholly on indirect taxes as a means of obtaining that 
large part of the national revenue which people who receive incomes 
of less than $2,000 ought to contribute. If we are correct in our 
calculations as to the distribution of income, such incomes repre- 
sent over two-thirds of the national total; and if our assumption 
as to the proportion of income which each class might properly be 
expected to pay for war expenditure is reasonable, it appears that 
they ought to pay approximately two-fifths of the total taxes. If 
taxes of $10,000,000,000 had to be levied in a year, this would 
mean $4,000,000,000. The attempt to collect $4,000,000,000 from 
these classes by indirect taxation, which would mean a still larger 
total of indirect taxes for the population as a whole, would involve 
inequalities and injustice almost, if not quite, as great as those that 
could possibly result from relying largely on bond issues as a means 
of finance. If we could confine the indirect taxes to moderate 
limits the balance of advantage would appear to rest with the tax 
plan of financing. 

It would be by no means out of the question to collect one ox 
even two billions by indirect taxes. The proper method would be 
to tax heavily a comparatively few necessary articles of consump- 
tion. It would be especially the duty of the framers of the tax 
laws to select articles for taxation which are largely consumed by 
the farming class. High taxes on such products as flour, sugar, 
salt, kerosene oil, gasoline, coffee, and tea would be fairly effective 
for this purpose and might be made to yield a very large total. We 
should not balk at rates much higher than those heretofore pro- 
posed. High rates on a few well-chosen articles would be easier 
to collect, and would work less injustice among individuals and 
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classes, than lower rates on a long list of articles and transactions 
applied with little knowledge as to their actual incidence. 


I shall not attempt to draw a perfectly definite conclusion from 
this discussion. We have before us a problem of relativity, of 
balancing advantages and disadvantages. On the whole the bal- 
ance seems to favor an ultimate resort to taxation for a very large 
part of the war revenues, the share properly increasing as the war 
progresses. That we should, even in the later years of the war, 
wholly dispense with borrowing is perhaps not warranted. But 
to rely upon borrowing for half or more of the war expenditures 
would seem both unjust and inexpedient. 

Finally, it may be stated that the argument for taxation as a 
means of war finance can hardly be applied as against loans floated 
in the United States to obtain money, not for expenditure by this 
country, but for advances to the Allies. In a sense, of course, the 
Allies are fighting our battles, and it might be good statesmanship 
for us to give them money outright, in which case it might be col- 
lected by taxation; but to the extent that we choose to make our 
aid to them in the form of loans, it seems proper that those who 
actually pay the money which goes to these loans should receive 
the repayment from the foreign countries. In other words, what 
the United States does in issuing bonds to obtain funds to fur- 
nish the Allies is virtually merely to indorse the bonds of the Allies 
sold to citizens of the United States. 

E. DANA DURAND 

UNIVERSITY OF MINNESOTA 





INDUSTRIAL CONSCRIPTION: 
I 


The raising of vast sums of revenue by taxation and bond 
issues is too often regarded as constituting in itself an adequate 
preparation for war. ‘Our answer to Germany is an immediate 
bond issue of $2,000,000,000 oversubscribed by nearly 50 per 
cent.” ‘The war should be paid for by money raised by taxes 
and bonds in ‘proper’ proportion.”’ Statements such as these are 
all too prone to divert our attention from the ultimate requirements 
of the situation, which are industrial rather than financial. ‘‘ Finan- 
cial mobilization”’ is important only as a means to an end—and 
the end is industrial mobilization. It is my purpose in this paper 
to discuss the process or machinery by which a nation may reorgan- 
ize its material resources for the conduct of modern war; that is, 
how our industries may be transformed and made to serve in the 
most efficient manner the necessities of war rather than the inter- 
ests of peace. The problem before us, as I have worked it through, 
involves a discussion of two substantially different methods of 
industrial reorganization—the one by means of what I may call the 
financial machinery and the other by the process of commandeering, 
or industrial, conscription. Since it is the financial method that we 
have thus far been mainly following in the United States—since, 
indeed, in the common view this is the one and only means of 
preparing for war—it is important that we give this method our 
first attention. 

Before we can make a thoroughgoing analysis of the problem 
before us we must first face the actual requirements of the situa- 
tion so far as the United States is concerned. In making this 
analysis we must of course start with the assumption that we are 
in dead earnest in the war, that we are going to do all that is in our 
power to bring the conflict to an early and successful termination— 

* Presented before the conference of the Western Economic Society and the City 


Club of Chicago, June 21, 1917. It is here revised in the light of subsequent develop- 
ments. 
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to the end that the ultimate costs of the war both in terms of 
property and of human life may be reduced toa minimum. What, 
then, is required of us as a nation ? 

Four things, in the main, are required of the United States in the 
next year: 

1. Ships—as many as can be built. 

2. Munitions and materials of war—as much as can be supplied. 

3. Food—as much as can be produced. 

4. Soldiers—as many as can be trained. 

Numerous subclassifications might be made here, but this 
simple statement of needs will most effectively serve our present 
purpose. It will be observed that money is not included in the 
list of things required. And in fact money will not win the war 
for us. It is merely a means to an-end. A thousand new gold 
mines discovered tomorrow would have but little effect on the 
outcome of the war. The réle that money does play in the process 
of mobilization for war will be discussed directly. But for the 
present attention must be centered upon goods and men—not upon 


money. 
The problem that is before us in supplying the unlimited 


quantities of ships, munitions and materials, food and soldiers, that 
are required may be made clear by a simple diagrammatic state- 
ment: 
(1. Indispensable goods: 
a) Prime necessities for physical and mental efficiency 
b) Replacement of capital goods used in producing 
such necessities 
c) New capital goods used in producing necessities 
2. Dispensable goods: 
a) Luxuries and many conventional necessities 
b) Replacement of capital goods used in producing 
these dispensable commodities 
| ©) New capital goods for producing luxuries 


50,000,000 workers? 
ordinarily pro- 
duce 





If we place two million men in the army the number of industrial 
workers this year will be reduced to 48,000,000. This loss of 


tT assume 50,000,000 workers; there may be more or less, but the exact number 
is quite immaterial. Call it x workers if you prefer. 
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numbers may, however, substantially be made good by impressing 
into the industrial ranks those who are normally not employed. 
Let us therefore assume that we shall have the same working force 
this year as last. What now are the alternatives before us as a 
people ? 

1. Produce none or few of the indispensable war supplies that 
the situation requires. 

2. Speed up the workers and increase efficiency to a point 
where we can produce, not only the customary amounts of both 
classes of goods, the dispensables and the indispensables, but in 
addition the unlimited quantities of ships, munitions, materials, 
and food required for the war. 

3. Produce less of the things normally produced—the dis- 
pensables—and transfer our national energy into the production of 
the indispensable sinews of war. 

I take it that it will be at once conceded that the first alternative 
is out of the question; it stands as an admission of failure. 

The second alternative is regarded by many as adequate, or 
substantially adequate, to the task before us. We are said to be a 
big, rich, powerful country that can do anything once we have 
buckled to the task with characteristic American energy and in- 
genuity. “We will get there somehow.” Now while we can 
doubtless speed up somewhat, we cannot by that means produce 
more than a fraction of the munitions, ships, and food required. 
For it must be observed that the speeding up of workers in present 
lines of production will merely give us additional quantities of the 
things normally produced, luxuries and other dispensables, along 
with the things that are indispensable. In so far as we are at 
present engaged in producing food, ships, and war materials, 
speeding up will help. But it will scarcely begin to solve the 
problem. At best it will give us a little more of the indispensables 
required for war. 

There is also much current discussion of the wonderful gains 
that may be made through increasing efficiency. It is argued that 
we should make our patriotic impulses the occasion for the universal 
introduction of scientific management. It of course goes without 
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saying that we should do all that we possibly can to further the 
improvement of industrial methods; and doubtless much may be 
accomplished. But it must be remembered: first, that increased 
efficiency will be of importance only in so far as it results in the 
production of the indispensable commodities; secondly, that a 
time of speeding up and of reorganization and dislocation in industry 
is not a favorable time for experimentation with industrial methods; 
thirdly, that the number of trained men available for the introduc- 
tion of scientific management is very limited, and that, in any 
event, business managers, under the spur of private gain, have been 
endeavoring to improve their methods as fast as possible. Impor- 
tant elimination of waste may be accomplished in certain lines by 
the co-operative action of normally competitive concerns, as in 
railroading; but, in the large, we cannot expect too much from the 
rapid improvement of business processes in the short period of a 
few months. In any event it is certain that speeding up and 
increasing efficiency will not enable us to render our maximum 
service. 

At this point it should be emphasized that the position of the 
United States is unique, so far as the allied nations are concerned. 
England, for instance, at the outbreak of the conflict could import 
vast quantities of munitions and supplies from other countries." 
England, therefore, had a fourth alternative, one denied to us 
because the struggle is now world-wide. All the materials of 
war that we furnish must come from the current energy of 
our own people. We must ourselves produce these ships, muni- 
tions, food supplies, and stocks in the coming months. There 
is no one else to do it for us. In this connection I should 
like to emphasize with all the power at my command the argu- 
ment that we cannot by bond issues shift the burdens of this 
war to future generations. The mere fact that all of us—as rep- 
resented by the government—borrow from some of us—as repre- 
sented by bond purchasers—does not change the other essential 


*Imports have been paid for by England in three ways: first, by exporting 
gold ($1,400,000,000); second, by reselling securities ($2,000,000,000); third, with 
credit ($2,000,000,000). These figures are for the first two and a half years of the war. 
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fact that we, the people within this country, must actually pro- 
duce practically all the war materials we are to have for use in 
the war. 

It would seem to follow from the foregoing analysis that the 
third is the only alternative open to us; and this inevitably means 
that labor and capital—human energy, if you please—must be 
shifted from the places that do not count to the places that do count 
in the task we are undertaking. It means that capital and labor 
now being employed in building machinery, factories, etc., that are 
not required for war purposes must be transferred to the construc- 
tion of factories and workshops that can be used in manufacturing 
munitions and materials of war; it means that factories already 
built that are now being used for the manufacture of dispensable 
commodities, luxuries, etc., must be (where possible) made over into 
factories that can manufacture indispensables; it means that 
where these factories cannot be remodeled for war purposes they 
must be closed, and their laborers, at least, released for service 
that counts. 

If perchance there are those who are still unconvinced that sub- 
stantial readjustments of industry are necessary, who feel that 
some slight and gradual reorganization will suffice, they should give 
attention to the specific program that the government has under- 
taken. 

The Secretary of the Treasury tells us that the United States 
government and our Allies will spend from 16 to 20 billions of 
dollars in our markets during the first year of the war—zo billions 
of dollars—a sum roughly equivalent to 20 dollars a minute from 
the birth of Christ to the present time. Can we produce this 
coming year anything like $20,000,000,000 worth of ships, muni- 
tions, materials, and food if we devote our national energy along 
customary lines, if we produce dispensable commodities in the 
usual amounts or even substantially the usual amounts? To ask 
the question would seem to answer it. But let us nevertheless 
be specific. How much is $20,000,000,000? What proportion of 
our national energy will be required for the production of $20,000,- 
000,000 worth of war materials ? 
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There is a common fallacy abroad in the land to the effect that 
our wealth is increasing annually with fabulous rapidity—at the 
rate of approximately $50,000,000,000; and that in consequence the 
raising of a meager 16 or 20 billions for the purposes of war is a mere 
bagatelle for America. But a very substantial part of this dollars- 
and-cents increase is illusory; for it consists merely in rising prices 
and finds no representation in additional tangible commodities. 
We can protest and fight against rising prices, but when it comes to 
war we will find it difficult to fight with them. Something more 
tangible, I fear, will be required. 

The most reliable estimates of our total national income show 
that we produce annually from thirty-six to forty billion dollars’ 
worth of wealth. This does not mean that the capitalized value of 
our national wealth increases by forty billions a year, for a large 
proportion of our annual products is consumed during the year. 
It means merely that the earnings of labor and capital expressed in 
terms of money equal this sum. Assuming this estimate to be 
roughly correct, from 40 to 50 per cent of our total national energy 
will be required to produce the supplies demanded by this year’s 
program. This will inevitably mean very extensive readjustments 
of industry, and readjustments in the radical sense of giving up lines 
of activity that are unimportant for war purposes and transferring 
labor and capital to the industries which are indispensable in time 
of war. And note, if you please, that there is no reason why we 
should be content with a 50 per cent readjustment, provided we can 
do better. Our program calls for indefinitely great quantities of 
munitions, supplies, and ships. The faster we reorganize our in- 
dustrial life and the more extensive the material aid we render, the 
smaller will be the ultimate cost of the war, and the sooner will 
the nightmare end. The government has fixed, at a guess, 
16 to 20 billions as the amount of supplies of all kinds that we 
can hope to furnish this year. But if we can do better we should 
by all means do so. All the shifting of energy that can possibly be 
effected should be the goal of our endeavor." 


* The spring estimates of the Treasury Department were for $9,000,000,000. It 
is significant that within four months the total estimates of the minimum require- 
ments should have been doubled. 
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II 


In the discussion thus far we have merely raised the problem of 
industrial mobilization for war. Now as to the mechanism by 
which this shifting of social energy may be accomplished. As 
already indicated we are to discuss two different methods of 
accomplishing the desired result—the financial method and the 
method of industrial conscription. The financial method looks to 
monetary inducements in the form of high wages, high prices, and 
large profits to effect the necessary readjustments. Close analysis 
is necessary here, for the precise réle that money plays in industrial 
society is confusing at all times to the economic novice, and it is 
perhaps especially so in connection with war. Our government 
is to raise the first year of the war, say, $20,000,000,000. It is to 
spend this vast sum in inducing people to furnish the materials 
that are required for military operations. These funds are to be 
passed through the Treasury Department in successive instalments, * 
giving purchasing power while there, but passing, in the act of 
purchasing, back again into the channels of industry." Money, 
then, is the means by which the government is enabled to buy the 
things it needs. 

While the process thus far is perhaps generally enough under- 
stood, it is usually not so clear that if the commodities required by 
the government are to be found ready on the market when they are 
desired, the government must use the money placed in its hands 
in such a way as to induce capital and labor to be shifted into the 
production of the supplies and materials demanded. 

Let us take some concrete examples. X, a manufacturer 
of automobiles, is offered a contract by the government to produce 
motor trucks for army service. If the price offered is attractive, 
and if the factory can be easily adapted to the manufacture of motor 
trucks, the manager will usually readily accept the government 

* There is much apparent mystery as to how the government can raise $20,000,000,- 
ooo when there are only about $5,000,000,000 in the country. One way obviously is by 
having, say, $400,000,000 pass through the Treasury Department 50 times, or once a 
week for 50 weeks. In fact, however, actual gold or actual money is not used; credit 
instruments in the form of checks and drafts will be the means of making payments; 


and, moreover, the Treasury uses the banks as custodians of its funds. Therefore it 
can hardly be said that any money really passes out of circulation at all. 
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contract. Here we have a diversion of energy without great diffi- 
culty and without having to pay enormously high prices to accom- 
plish it. But let us take a different case. Y is engaged in the 
manufacture of candy, or perfumery, or beer, or carpets. The 
government seeks to induce Y concerns to manufacture war sup- 
plies. To do so would require extensive rehabilitation of plant if 
not indeed new factories altogether. Will Y change the character 
of his business? Purchasers of candy, perfumery, beer, and 
carpets engage in direct competition with the government and 
seek to induce Y to continue his present business, by demanding the 
usual output of such commodities. The government must here 
greatly outbid private spenders if it is to secure the production of 
war supplies. 

In this connection it must be borne in mind that the government 
is not a very effective competitor for either labor or capital—it must 
pay much higher returns than normal industry if it is to attract 
the requisite production. Why? Because the laborer does not 
usually feel the call of patriotism or the lure of adventure except 
when he contemplates entering the active military establishment. 
The pecuniary motive alone must generally be looked to as the 
means of inducing him to enter the industrial army of the govern- 
ment. He will not often voluntarily leave his position and apply for 
one in munitions factories at the same wages, because of the costs 
incident to transferring to a new (and often distant) employment, 
and because of the ephemeral nature of the demand for war ma- 
terials. Very high wages are therefore required if he is to be 
tempted." 

Similarly, the government must pay very high prices for the 
materials supplied if the capitalist is to be tempted into new and 
uncertain fields. Can he get efficient laborers for this work? 
How high wages will he have to pay? How long will the war last ? 
These are but a few of the questions the industrial manager has 
to ask and answer as best he may. Generally speaking, he will 
assume the speculative risks involved if the financial inducements 


* Unskilled carpenters, for instance, are now paid around $80 a week, counting 
overtime, in building cantonments. 
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are high enough, but not otherwise.’ And not the least of his 
present concern is the prospect of excess-profits taxes and govern- 
ment control of prices. Will the point at which the tax begins 
make allowance for his increased risks, or will it be at a flat rate 
making no discrimination between standardized peace business 
and uncertain war manufacture? If the latter, he will usually 
not be willing to make the change. This is one of the points that 
our friends who urge taxation ‘“‘to the bone,” especially on war 
business, quite generally overlook. Excess-profits taxes that do 
not leave open an inducement to transfer from peace to war busi- 
ness will be suicidal, so long as we rely upon profit margins as the 
method of industrial shifting. It is very significant to note, in this 
connection, that the present tax bills take no cognizance of this 
vital consideration. The development of a scientific system of 
taxation in time of war must take as its point of departure the 
industrial requirements of the situation; and ordinary peace-time 
principles of finance may have to assume a position of secondary 
importance. Thoroughgoing reorganization of industry is even 
more imperative than distributing the burdens of taxation among 
the various classes of society according to their relative abilities 
to pay at the moment. For the ability of any or all to pay ulti- 
mately may be dependent upon immediate industrial mobilization. 
Taxation may be made an effective instrument for promoting rapid 
industrial reorganization or it may be made an agency that works 
at cross-purposes with the paramount requirements of the situa- 
tion. In this connection it should be observed that the argument 
for conscription of income does not start with this point of view. 
It runs rather in terms of equality of sacrifice. The real corollary 
of conscription of men for military purposes is not conscription of in- 
come but conscription of men and of capital for the industrial army. 

Similarly, if the price control that is developed is indiscriminate, 
if, owing either to popular agitation or to gevernmental unwisdom, 
in lines of activity into which we are endeavoring to attract 


* A few conspicuous cases may be recalled where industrial managers have volun- 
teered their services to the government. But these are practically always offers from 
those whose business is of a war type; and this does not therefore result in a diversion 
of energy from the lines of activity that could be dispensed with. 
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additional labor and capital prices are fixed so low as to offer no 
adequate insurance for the risks and uncertainties of war business, 
few will be found who will care to assume the hazards. There is a 
most serious problem here. The very high prices for war materials 
that are absolutely sure to prevail in the near future will inevitably 
develop a powerful agitation for rigid price control, “‘to prevent 
wealthy malefactors from obtaining exorbitant profits from fat war 
contracts.” Excessive prices should obviously not be permitted, 
but what is excessive, under the circumstances? The government 
is in fact relying upon the price and profit system to attract industry 
into governmental service; but since the government does not 
clearly understand this system, since indeed it is in the main bliss- 
fully unaware that it is employing any such device for diverting 
industry from private to public service, there is grave danger of 
the government’s sawing off the limb it is sitting on. Here and 
there we now find evidence that the government recognizes that 
price control must not be allowed to hamper enterprise, but in 
the main the thought in this connection assumes that it is only 
with establishments already engaged in producing war materials 
that we need be concerned, or at best with plants which would 
require but slight rehabilitation in order to be devoted to war 
production. The plea for patriotic production of materials is 
seldom directed specifically to establishments now engaged in the 
production of luxuries and nonessentials; they have not been 
generally urged to convert themselves into munitions factories. 
Nor has the price-control discussion to date specifically had this 
problem of industrial shifting in mind." 


III 


The foregoing analysis indicates clearly enough that the process 
of industrial mobilization through the agency of the pecuniary 
system must at best be extremely uncertain. There remains to be 
considered the working of other forces which greatly increase the 
difficulties inherent in the situation. In a preceding paragraph 
attention was called to the competition between the government 


: For an article by the present writer elaborating this argument on price control 
see The City Club Bulletin (Chicago), September 10, 1917, pp. 217-24. 
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as a spender for war supplies and private persons as spenders for 
ordinary consumers’ goods. In connection with this competition we 
meet with a popular fallacy—or rather a combination of self-interest 
and fallacy—which is further inimical to the rapid mobilization of 
our industries. I refer to the “ business-as-usual’’ movement. 

At the outbreak of the war our first reaction was quite generally 
in favor of substantial economizing. Immediately following the 
open letter of President Wilson early in April urging a nation-wide 
campaign of economy, we entered upon a few weeks of decided 
retrenchment. How real this curtailment of our customary ex- 
penditure was may be guessed from the protest it soon evoked. 
Manufacturers of many classes of luxuries and even of conventional 
necessities and retailers of general merchandise shortly began to 
advertise how ruinous a campaign of rigid economy would be for 
the country (as well as for themselves). Prominent bankers and 
business men very generally gave indorsement to business as 
usual rather than strict economizing. The press editorials gener- 
ally urged that we should not “‘rock the boat”; that hysterical 
economizing is senseless; that we must allow business to proceed 
much as usual or we should kill the goose that lays the golden eggs 
so necessary to the successful prosecution of the war. The possi- 
bility of widespread closing of factories, throwing thousands of 
laborers out of employment and resulting in general depression, 
caused genuine concern in the world of business. The govern- 
ment also back-pedaled for a time. Certain members of the 
Council of National Defense went on record against undue economy, 
and the Secretary of the Treasury, while urging the elimination of 
waste and of reckless extravagance, apparently stood for business 
very much as in normal times. The general position of the Ameri- 
can people during the early summer may, I believe, be stated 
substantially in this fashion: ‘Eliminate extravagant waste, per- 
haps cut down a little on food where there seems to be a shortage, 
but otherwise spend virtually as usual. Above all, don’t economize 
to a point which will cause industrial or business disturbance.” 

The situation in which we found ourselves at the time recalls the 
experience of England during the early months of the war. After 
the first terrific shock of the conflict had spent its force, as soon as the 
nation got its second breath, a tremendous campaign for business 
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as usual was inaugurated. The leaders of opinion in England, 
politicians and the press as well as business men, gave it virtually 
unanimous indorsement. ‘Normal living” was heralded as a car- 
dinal virtue, as one of the supreme requirements of the hour. The 
opinions of the time were, moreover, translated into action and 
the year 1915 was a golden age for the English lower classes. The 
records show that the high wages paid in both military and civil 
life engendered a period of extravagant expenditures. More talking 
machines, expensive footwear, cosmetics, and passementerie were 
purchased than ever before, and the general scale of living of the 
lower classes was substantially raised. Our Council of National 
Defense quotes with apparent approval that Selfridge’s sales in 
London in 1915 were $375,000 in excess of the year previous—this 
in spite of the great reduction in purchases by American tourists. 
This great increase in the demand for luxuries and other dispen- 
sables obviously served to increase the profits of ordinary industry 
and to render it still more difficult to attract the requisite labor 
and capital for military purposes. Rather than aiding or compel- 
ling the necessary readjustment of industry the people of England 
were unconsciously seriously retarding it. 

I use the word compel advisedly, for the rank and file of con- 
sumers are in a position of strategic importance. By refusing to 
buy the things that do not count we can force industry into other 
channels. The government, through the price and wage system, 
seeks to attract; we have it in our hands to aid the government by 
the process of repulsion, by refusing to buy dispensable commodities. 
But we also have it in our hands to work at cross-purposes with the 
government, by purchasing as usual and thereby preventing or 
seriously retarding the mobilization of industry. 

If England had not possessed a fourth alternative, that of 
importing vast quantities of supplies from abroad, the war would 
long since have terminated in a peace with victory for the Central 
Allies. But even with this outside aid England found it necessary, 
thirteen months after the war started, to abandon in large measure 
the financial method of industrial mobilization. But more of this 
in a later section." 


* Canada is not even yet industrially mobilized for war, and is apparently still 
taking pride in her ability to consume as usual. 
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Our own business-as-usual movement has likewise been uncon- 
scious aiding and abetting of the public enemy. Unwittingly we 
have been doing all in our power to delay the process of industrial 
rehabilitation. And unless we should almost immediately face 
about and practice the most rigid economy during the coming 
months the method of industrial mobilization upon which we are 
still in the main relying is foredoomed to failure. 

We might indeed succeed in raising the $20,000,000,000 of 
revenue that is desired; but as already seen that is only the begin- 
ning of industrial mobilization. Even with coffers filled to over- 
flowing the allied governments will have to wait indefinitely for 
equipment, munitions, ships, and food if the requisite social energy 
is not devoted to their production. It is an old saying that we 
cannot buy something with nothing; it is just as true that we can- 
not buy nothing with something—we cannot buy that which does 
not exist even if we have the purchasing power. We always come 
back to the fundamental truth that we cannot devote our national 
energy to things that do not count for war purposes and devote the 
same energy to the production of the things that are necessary. 


This is a war of attrition, and our energy must be utilized in the 
best possible manner if we are to be crowned the victors in the 
struggle. 

I have been drawing here rather a somber picture; one might 
perhaps be led to conclude that I have been arguing that so long 
as we rely upon the financial method of readjustment we shall never 
get readjusted. Such a conclusion, however, is not warranted, 


*I would not wish to be understood as standing for economizing to a degree that 
would mean physical deterioration on the part of our people. Neither would I argue 
for the abolition of all forms of recreation, entertainment, culture, etc. The spiritual 
morale of a people is of the utmost importance; and the strain of war must be alleviated 
by powerful antidotes of pleasure and relaxation. But this can be done—it has been 
done on the Continent—without consumption as usual. To deny that tremendous 
sacrifices of material comforts, and even customary cultural or aesthetic enjoyments, 
may be made for a short interval without impairing physical or spiritual energy is to 
forget the past history of the human race and to close the eyes to the disciplined 
efficiency of Europe today. Moreover, a very important element that is usually over- 
looked by those who argue that we must have our normal recreations in war time is 
that war news and war activities are for a considerable period in themselves forms of 
excitement, if not of recreation, which compensate for the absence of many customary 
modes of diversion. 
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for eventually the method will succeed. Already, despite the 
efforts of business men and the press, there has been some econo- 
mizing, and this autumn and winter will doubtless see a genuine 
impetus to the economy movement. Popular subscription to bond 
issues and heavy taxes on the rank and file of the people play a 
negative as well as a positive réle in so far as they force retrench- 
ment in individual consumption. Indeed, one of the strongest 
reasons, I believe the strongest reason, for having the public 
rather than the banks subscribe for bonds is that in this way a 
greater amount of economizing is secured and hence the readjust- 
ment of industry is hastened. 

But these agencies are not such potent means of compelling 
economy as one might easily assume. For with succeeding bond 
issues the banks will doubtless advance even larger proportions of 
the total than was the case with the first issues—either directly, 
or indirectly through the process of loaning upon the previous issues 
as collateral. The efficacy of taxation as a means of enforcing 
economy obviously depends upon the extent to which this form of 
raising revenue is employed and upon the incidence of the partic- 
ular forms of taxes that are levied. If we may judge from present 
indications no great aid may soon be expected from this source. 

The most effective agency for compelling economy is, ulti- 
mately, rising prices of commodities. I say “ultimately” because 
the complete process of industrial reorganization appears to involve 
several more or less distinct stages: first, retrenchment, with the 
immediate shock of war; second, business about as usual; third, 
extravagant expenditures, because large purchasing power in the 
hands of the government means increased employment and sub- 
stantially increased wages for the laboring classes; fourth, inflated 
prices and enforced retrenchment in the purchase of luxuries, and 
eventually even of many necessities. England has passed through 
all of these stages. In a somewhat less degree these various stages 
found concurrent reflection in the United States; but we are never- 
theless apparently to have them repeated, with modifications and 
with less intensity, since our own entrance into the war. We have 
passed through the first and the second; the third we appear to be 
escaping, and the fourth, already under way, may normally be 
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expected to reach its height in a year or so. Eventually, perhaps 
in two years, we may therefore look to see industrial mobilization 
accomplished by the method of finance. But, conceding this, are 
we willing to wait that long? Dare we wait that long? Will two 
years be vouchsafed to us in which to get ready to give our maxi- 
mum aid? Only Mars and Neptune can answer this. But in any 
event let it always be remembered that the longer we are delayed 
the greater will be the ultimate cost in both life and property.’ 

It will be of interest at this point to present, as a practical check 
upon what some may be disposed to regard as academic theorizing, 
certain statistics recently prepared by the general staff of the United 
States Army. Table I is taken from War Department, Docu- 
ment No. 527. (W.C.D. 8121-39.) 

These “tables of organization’? were made in 1914, and are 
supposed to represent unit cost per division. It will be apparent, 
however, that the larger the scale of military operations becomes, 
the more the percentages in this table will be shifted to the right, 
that is to say, the:larger will become the proportions that cannot 
be obtained on short notice. As the table stands, however, it will 


be observed that over go per cent of the ordnance supplies, amount- 
ing to almost 50 per cent of the total of all classes, cannot be 
obtained on three months’ notice (how much more than three 
months might be required the general staff does not suggest). The 


* At this point I should like to call attention to a fortuitous circumstance which 
was of tremendous aid in hastening Germany’s industrial reorganization. At the 
outbreak of the war many of Germany’s industries which were engaged in turning out 
uxuries and other dispensables were dependent upon importation for their raw 
materials. The source of raw materials was at once largely cut off by virtue of Eng- 
land’s command of the seas, and these industries were therefore compelled to rehabili- 
tate themselves almost immediately. They had no alternative other than to become 
munitions factories. But no such external factor will force our nonessential industries 
to transform themselves immediately. We shall have to wait, in the main, upon the 
slowly working mechanism discussed in preceding paragraphs. True, I am aware that 
there are some forcing conditions at work even in the United States. Some of our 
smaller industrial establishments find, in war time, that their customary raw materials 
are not to be had at all, or only at exorbitant prices, because of the government’s 
heavy bidding at points farther back in the industrial system. This causes them very 
quickly to fall into line and join the ranks of those who are turning out supplies and 
materials for the government. But these cases are too few in number to be of any 
large service in connection with the process of industrial mobilization. 
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overwhelming proportion of the quartermaster supplies, second 
in importance, cannot be obtained in less than three months; and 
for procuring nearly all of the signal supplies, third in importance, 
more than three months will be required. 


TABLE I 


x —— —— 
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Per Cent | Per Cent 





Signal supplies........|$ 293,751.35 
Quartermaster supplies; 3,283,121. 27 
Engineer supplies 18,439.67 
Ordnance supplies.. . . ‘| 4,435,771 .20 
Medical supplies | 110,059.09 











One Cavatey Division 
| 


| Per Cent | Per Cent | Per Cent 
Signal supplies $ 283,456 .37| oO. 6 
Quartermaster supplies} 4,716,974.81) I. 
Engineer supplies......| | 17,070.77] 3. 
°. 
8. 


Ordnance supplies... ..| 3,892,553-.94| 
Medical supplies. 135,145.92! 








Now in order to save time, that is, to shorten the interval 
required to produce the necessary supplies, the general staff makes 
two constructive suggestions: 

1. Standardize all articles of clothing and equipment as far as 
possible, using designs that are ordinarily used by the civilian 
or which can be turned out in quantity from hundreds of existing 
factories. 

2. Store up, in advance, dies, machinery, and samples of special 
munitions, so that in the event of mobilization hundreds of factories 
could be given the special additional equipment which would enable 
them to begin at once the manufacture of these special munitions. 

These suggestions have, however, not been acted upon. But 
the most significant thing to note with reference to these recom- 
mendations is that it had not occurred to the general staff that 
difficulties or delays might be encountered in inducing these factories 
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to begin the manufacture of war supplies, even with the necessary 
special equipment available. All of the estimates in Table I are 
based on the assumption that there will be no hesitation on the 
part of business men in shifting their activities to the service of 
the government.’ Business as usual, uniform price control, and 
undifferentiating excess-profits taxes are not included as decisive 
factors in the problems. In view of our previous analysis is it too 
much to say that if we should rely exclusively on financial induce- 
ments to shift industry to war channels, we might have to wait 
almost indefinitely for a considerable proportion of the necessary 
supplies? We should doubtless charge the delays to govern- 
mental inefficiency; but the main causes would lie farther back 
—in the financial method of industrial mobilization. 


IV 


Granting the underlying truth of the foregoing argument that 
extensive readjustment is necessary, many will, nevertheless, insist 
that any such rapid readjustment as I have indicated would be 
suicidal. It will be urged that hysterical economy would throw 
laborers out of employment and generally unsettle the business 
structure, and that the ensuing depression would render it impos- 
sible for us to finance the war. ‘‘We must have wages and profits 
if we are to pay taxes and subscribe for bond issues.””’ Now while 
this is perfectly true, there need be no fear of a general reduction 
in the aggregate demand for labor during the war and no fear of a 
general reduction of profits. Business may well be substantially as 
usual when measured in aggregate quantities; it will have to be 
unusual only as to kind or quality. The coming months will 
develop enormous industrial activity so far as total demand is con- 
cerned. Every ounce of our national energy will be required to 
meet the needs of the situation. If the business-as-usual advo- 
cates distinguished between the fotal amount and the kinds of 
business, one could have no serious argument with them; but in 

*It has doubtless been assumed by the general staff that slight rehabilitation of 
plants producing commodities similar to war supplies would suffice to meet the require- 
ments of the situation. Extensive shifting of industrial energy involving the closing 


of factories and general scrapping of equipment puts an entirely different light on the 
problem. 
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the popular thought business as usual means in the main the same 
kinds of business we now have, and unfortunately this popular 
thought translated into action, into the purchase of the usual com- 
modities, tends to be the decisive factor in directing our social 
energy. 

But there nevertheless remains a serious problem in connection 
with the shifting process. What of the laborers who are thrown 
out of employment, if by rigid economy we compel a manufacturer 
of dispensables to close his doors? The answer obviously is that 
many of them will shortly find work in the production of food, 
in the building of munitions factories, and in the manufacture 
of supplies and materials. Some, usually but a few, will find them- 
selves wholly unfitted for a different employment. It is often 
asked if it is fair to deprive such persons of the means of livelihood ? 
One effective answer is that this is not a time for debating fairness 
and justice to individuals; if social or military expediency demands 
a given course of action certain individuals may have to suffer. 
Another answer that may be made is that these industrial misfits 
should be taken care of at public expense, out of the funds raised 
by taxation or bond issues. But, whatever the answer, we cannot 
let sympathy for these unfortunates stand in the way of diverting 
the energy of the rest of society to the fields in which it is needed. 
To see the situation in its true perspective we must center our 
attention always upon the alternative—that of failure in case we 
do not effectively mobilize our resources for the business of war. 

What now of the employers—the manufacturers—who might 
find their doors closed as a result of mobilization enforced through 
this economizing of the people? Inso far as they could convert 
their establishments to war service, well and good, for the new 
gains might well offset old losses. As for those who cannot devote 
their plants to war purposes, they will have to stand the losses as 
best they may. It is their contribution to the war, negative con- 
tribution though it may be. It might be urged again that their 
losses should be underwritten by the government; but this is seldom 
if ever the way in war times. It doesn’t somehow seem quite fair 
or necessary. But it is nevertheless one of the grave individual 
injustices of war that those unfortunately placed in the industrial 
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system must lose their all, the while their more fortunate fellows 
make inordinate profits on war orders. 

It may also be urged that excessive general economy would 
result in throwing men out of employment too soon, that is, before 
places were ready for them in the new industrial order. There is 
undoubted point to this contention; but it should be recalled that 
many thousands could have found employment upon the farms as 
early as April and that it has been impossible to secure sufficient 
laborers for the construction of munitions plants, shipyards, etc. 
I am far from arguing that there would be no loss of energy here. 
It is indeed another weakness of our pecuniary system that sub- 
stantial loss must be sustained in the transition process. It may 
be asked here, however, should not the transition take place slowly 
in order to reduce the losses involved to a minimum? Ordinarily 
gradual readjustment would be advisable, but when we are engaged 
in a race with time, we must ride roughshod. To delay the transi- 
tion is to avoid minor losses on the way, it is true, but possibly 
(again the alternative) it is to incur an incomparably greater loss 
through failure to get mobilized in time to defeat the enemy. 
So long as we rely upon economizing as a means of driving industry 


into the required channels we may almost say that in a crisis such 
as the present the more rapid and severe that economizing the 
better. It gains time, and time is nearly everything. 


V 


There remains a final and most important problem in connec- 
tion with this process of readjustment. If businesses are com- 
pelled to close their doors, how can they meet their maturing 
obligations at the banks; and if their loans are not paid, how can 
the banks maintain specie payments? What is to prevent a general 
panic and the shattering of the entire credit structure? It is 
obvious that we have here a different and at the same time an 
extremely vital problem. We cannot coldly argue, Let the banks 
stand their losses and charge them to the account of general welfare; 
for the banks occupy a strategic position in the industrial system. 
The failure of a single important bank is likely to result in a series 
of failures and a general disruption of credit, carrying down the 
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sound and the indispensable business as well as the unsound and the 
dispensable. The solvency of the banks must be maintained at 
all costs, for on them is reared the entire business fabric. 

In analyzing this aspect of the problem it is first to be noted that 
the closing of the doors of a manufacturer or merchant does not 
always mean that he will be unable to meet his loans at the bank. 
The modern practice of loaning only when the quick assets of the 
borrower (after the loan) are twice the current liabilities would in 
some cases permit the loan to be paid when the business was liqui- 
dated. Again, our bankers as a whole are now in a position of 
unusual strength, with large excess reserves, and they would there- 
fore be enabled to stand substantial losses for an interval—until 
the new war business should replace the discarded peace business— 
without being in danger of insolvency. 

But in the event of great dislocations of industry and widespread 
inability to pay bank loans by the failing industries (and this would 
be likely to be the case if we should economize as rigidly as the 
situation seems to demand) we could still look to the federal re- 
serve banks for aid. The federal reserve banks have enormous 
reserves available for just such an emergency, and a policy of lib- 
eral rediscounting would probably provide in full measure for the 
requirements of the situation. Let me not be misunderstood here. 
I do not mean to say that the notes of the failed businesses should be 
rediscounted. There would doubtless be sound paper in ample 
quantity in the form of notes of concerns producing indispensables, 
together with new paper arising out of the rapidly developing 
war business. There is necessarily some conjecture here, of course, 
and there is always the reasonable doubt that even this resort 
would not suffice. In such an event, if the federal reserve banks 
should indeed be pressed to the limit of their resources, some of the 
funds raised by the government could be turned over to the federal 
reserve banks to meet the requirements of financial mobilization. 
It would perhaps appear extremely radical, even dangerous, to 
urge that the government should invade the field of banking and 
turn its funds directly over to individual banks in distress; it 
might open the door to political intrigue, favoritism, loose bank 
management, etc. But it is quite another matter to deposit these 





INDUSTRIAL CONSCRIPTION 937 


funds with federal reserve banks under the control of the Federal 
Reserve Board. Their distribution to the points of tension in the 
system, to the banks in danger of insolvency, would then be con- 
trolled by ordinary banking processes. Since the banks occupy a 
strategic position in the whole industrial system, such a use of 
government resources would be entirely justifiable, and one of the 
most effective it could possibly make. As already indicated, how- 
ever, it is hardly likely that such a step would be required. The 
requisite mobilization could probably be handled by the existing 
resources of the federal reserve banks. In any event, are not the 
exigencies of the situation such as to warrant a thorough trial of the 
possibilities of the federal reserve system ? 

State banks and trust companies not members of the federal 
reserve system of course do not have direct access to resources of the 
federal reserve banks, and here lies our chief danger of financial 
disrupture.' Indeed the failure of a number of large state banks 
and trust companies at a critical moment might endanger the whole 
credit structure. We have here an excellent illustration of the 
evils of a dual banking system, half national, half state, half organ- 
ized, half disorganized, and a powerful argument for an early 
entrance of the state banks into the federal reserve system. In 
this connection it is encouraging to note the recent decision of 
a large percentage of our important state banking institutions to 
take this step before it is too late. 


*The Federal Reserve Board has made two announcements of late which give 
promise in this connection: 

1. Provision has been made that notes of non-member banks, the proceeds of 
which have been used for the purchase or carrying of bonds, might be discounted with 
the federal reserve banks, with the indorsement of a member bank. (This provision 
lapses after July 15.) 

2. General assurance has been given to savings banks and trust companies that 
the Board desired in every way to co-operate with them in avoiding shock or dis- 
turbance to existing conditions, and stood ready to secure reasonable extension of 
accommodations at federal reserve banks for the purpose of protecting the inter- 
ests of such savings banks and trust companies in the event of necessity 
resulting from the withdrawal of deposits in order to purchase or invest in govern- 
ment bonds. 

The policies relate to the dislocations caused by bond issues rather than by 
industrial readjustment; but they are nevertheless an earnest of what might be done 
to minimize the losses, and the shock of a period of industrial transition. 
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VI 

To summarize our discussion of industrial mobilization through 
the machinery of finance: We have seen that undiscriminating 
excess-profits taxation and price control and the “ business-as-usual”’ 
movement run directly counter to the rapid reorganization of indus- 
try. We have seen that the method is extremely costly and ex- 
tremely slow and uncertain at best. We have seen, indeed, that 
where speed is the all-important factor it cannot be safely relied 
upon. Is it not important, therefore, that the United States 
seriously consider the method of industrial conscription ? 

By industrial conscription the government could transfer 
laborers from the industries that are unimportant to the fields of 
production that are imperatively necessary as rapidly as is required, 
without waiting, possibly indefinitely, for public economizing 
to force readjustment through the decline of profits and the closing 
of factory doors. Industrial establishments engaged in manu- 
facturing commodities that are unnecessary for war purposes, 
could by industrial conscription be forced to convert themselves at 
once into factories for the manufacture of munitions and other 
war materials. New construction that is not necessary for war 
purposes could be halted and the energy engaged therein diverted 
to the channels where imperatively demanded. Such a system 
would reduce to a minimum the social loss of time and energy 
incident to the transition period. Wéisely administered (note the 
qualification) upon a basis of what may be called selective industrial 
conscription it would eliminate a great part of the confusion, dis- 
ruption, and maladjustment incident to the ordinary financial 
method of readjustment. 

Not only are the social losses involved in the transition less 
than under the method of gradual readjustment, but the direct 
losses to capitalists are almost certain to be less. Assume that 
time permits a gradual transition covering a period of two or three 
years. Would the losses through gradual readjustment by means 
of the financial machinery be less than through direct commandeer- 
ing? The former method means vainly struggling along in present 
lines with lower margins of profits and heavy losses as reduced 
sales gradually develop; it is likely to mean with any given estab- 
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lishment months of loss before bankruptcy and then a considerable 
interval of no business at all while attempting to fit itself into newer 
lines of production. Only in cases where the rehabilitation of 
factories is a simple process can the conversion be made without 
excessive losses. Even in these cases, however, the tendency will be 
to delay the fatal step as long as possible, and this means until the 
pinch of declining profits is no longer tolerable. Under the method 
of industrial conscription, however, the conversion could be forced 
before the decline in profits threatens insolvency. And, moreover, 
the losses attending the entrance into the new lines of industry could 
be reduced to a minimum by directing capital to the places of 
greatest need. It is a method, substantially speaking, of carefully 
planned adjustment by a board of experts acquainted with the 
entire situation, as against the slow and uncertain method of trial 
and error by business men who hope and believe that business will 
continue as usual, and who, when eventually forced from present 
lines of activity, find themselves only partially or inaccurately 
acquainted with the government’s requirements. 

But aside from all this it must be emphasized that the method 
of industrial conscription saves what is at present more precious 
than gold itself—it saves time. If selective conscription of men 
may be justified on the ground that the volunteer system is hope- 
lessly slow and uncertain where speed and certainty are indispen- 
sable, may not conscription of industry be justified on the same 
grounds? If ships, munitions, and food rather than soldiers are to 
render our greatest service to our Allies, why resort to the method of 
efficiency in the raising of armies and the method of inefficiency 
and uncertainty in the raising of crops and supplies ? 

Shall we answer because conscription of industry is un-American, 
because it places autocratic power in the hands of a democratic 
government and strikes at the very foundation of our institutions— 
private property, vested interests, free initiative, individual 
liberty, competition, and all the rest? A similar answer may be, 
and has been, made with reference to military conscription, but we 
have overruled the objection there mainly on the ground that the 
time element is so tremendously important that ordinary peace- 
time principles and ideals have to give way. Much as we may 
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dislike the principle and method of conscription, do we not dislike 
and fear the alternative—the indefinite eclipse of democratic 
institutions—more ? 

In one important respect industrial conscription is incomparably 
less objectionable than military conscription. The man who is 
compelled to serve in the army is forced to offer life itself in the 
cause for which he is enlisted; the man who is compelled to close his 
factory or convert it to different uses; the man who, as a laborer, 
is compelled to change his employment, at best offers but his 
services for a smaller remuneration. It is the old question of life 
versus property. The nation which protests and believes that there 
is all difference between a prize court and a submarine—between 
temporary detention of our ships and their cargo with legally 
determined compensation after the war and the sinking of our 
ships and citizens without a warning—can make so far as justice 
is concerned only one decision on the question of industrial versus 
military conscription. 

The method of industrial conscription obviously raises enormous 
problems of its own. How shall we provide the machinery neces- 
sary to its successful administration? Who shall be given the 
power to decree life or death for industrial establishments in the 
exercise of the selective requirements of the plan? Who shall 
decide what industries are important to keep alive in war time— 
for recreational and cultural purposes as well as for physical and 
military requirements? What man or what body of men can be 
found with the necessary omniscience, with the requisite prevision, 
for such a method of industrial reorganization? I have spoken of a 
board of experts, but a friend of mine remarks: “‘We may call them 
experts, but that does not make them really expert; they would 
be sure to make no end of mistakes; they are not in a position to 
determine in anything approaching a scientific manner what lines 
of human endeavor count for most.” That there is point to such 
contentions in piping times of peace I would be the last to deny, but 
in time of war the problem is profoundly changed. An adminis- 
trative board giving its entire time to the study of the situation 
could, it seems to me, determine and guide with considerable 
wisdom the apportionment of our national energy. The insistent 
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demands of the war department for ships, for munitions, for sup- 
plies, furnish abundant evidence of the things that are ‘needed 
most; the demand side of the problem certainly has no insuper- 
able obstacles. The determination of what particular commodities 
shall be dispensed with is perhaps not so simple a task. But could 
not any of us upon reflection think of a score of commodities 
that are less important for war purposes than shells, than food, 
than shovels, than airships? We need not look for 100 per cent 
efficiency in order to justify the effort. Amy percentage of effi- 
ciency would be a net gain-over the present method of sheer in- 
efficiency. 

For great as are the problems of industrial conscription, and 
many as are the mistakes and blunders that would doubtless be 
made in its administration, is it not more to be trusted than the 
uncertain financial method of reorganization through the economiz- 
ing of the people? Recall that the method we have been fol- 
lowing relies for its success, not upon the concentrated thought and 
efficiency of a board of experts imbued with a national point of 
view even if not possessed of the requisite experience; it relies 
rather upon the individual self-interests and the unreasoned im- 
pulses of the masses of society. Each and every business man, 
each and every laborer, for individual reasons, resists giving up his 
accustomed activity as long as possible. And when it comes to 
economizing as an agency for forcing industrial readjustment it 
must be remembered that normal consumptive desires press hard 
upon us. Self-denial and rigid economy come hard enough, even 
when we fully recognize the need. Recall also that the method 
relies upon the advice of good people concerned over the suffering 
that will be entailed in the process of transforming industries; of 
business men and bankers who plead that business must go on as 
usual or the nation will be unable to finance the war; of the pro- 
ducers of luxuries who urge that we must avoid at all cost the evils 
of unemployment; of piano manufacturers who plead that when the 
whole earth is out of tune some one must keep in motion the music 
of the spheres; of the professor who insists that our colleges and 
universities should go on as usual lest in these hours of darkness 
the torch of knowledge and civilization be extinguished. 
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VII 


In a preceding paragraph attention was called to England’s 
eventual abandonment of the unaided financial method of indus- 
trial reorganization. In September, 1915, a Priority Committee 
was formed, which in March, 1916, became a full-fledged depart- 
ment of the British Ministry of Munitions. This department 
developed a simple classification of industry, whereby any con- 
tract placed by the Ministry of Munitions, War-Office, or Admir- 
alty must be filled before the needs of ordinary industry are met." 

The United States has also discovered that some central con- 
trol of industry must be developed by means of which materials 
vitally required for the prosecution of the war may be prevented 
from going to fill the demands of non-war business. We have 
discovered in five months what England found out in thirteen— 
that the financial method cannot be relied upon with safety, that 
it must be supplemented by centralized control. Our War Indus- 
tries Board, under date of September 21, 1917, makes public a 
priority classification as follows: 

Class A comprises war work: that is to say, orders and work 
urgently necessary in carrying on the war, such as arms, ammuni- 
tion, ships, etc., and the materials required in the manufacture of 
same. 

Class B comprises orders and work which, while not primarily 
designed for the prosecution of the war, yet are of public interest 
and essential to the national welfare, or otherwise of exceptional 
importance. 

Class C comprises all orders and work not embraced in Class A 
or Class B. 

There are various subdivisions of these classes, indicated by 
a suffix number, thus: Ar, A2, etc., Br, B2, etc. 

All orders and work in Class A shall take precedence over those 
in Class B and those in B shall take precedence over those in Class C. 

When rigidly applied to such fundamental materials as iron, 
it will be readily seen that this priority system reaches into 
nearly every branch of industry and that people who wish iron 


* There were numerous subclasses, similar to that of our own priority classification 
given on the next page. 
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and steel for ordinary industrial requirements will be forced to wait 
—and wait indefinitely, since the demands of the war industries are 
certain to be simply insatiable. 

But while this method will insure the diversion of materials to 
war purposes it still remains a negative rather than a positive 
system. It does not directly commandeer industry and decree 
that certain industries shall be closed down or converted to war 
business, molens volens. It is at best a partial measure, though a 
tremendous improvement over the unaided financial method of 
industrial reorganization. 

England has at last discovered that priority alone will not suffice. 
This last year England has in fact gone all the way and now has 
virtual industrial conscription. England eventually found that, 
with ultimate victory dependent upon ultimate resources, her 
reorganization of industry must go to the very foundations of her 
national life; she found that her man power and her machine 
power must be expended with an eye single to military victory— 
she found that every ounce of energy devoted to the production of 
luxuries and nonessentials was an ounce of energy taken away from 
the creation of the war supplies upon which her very life as a 
nation depended. In the words of H. R. Brand, vice-chairman of 
the British War Mission, “The government has of necessity 
compelled the whole of British industry to produce for war and to 
produce what it is told to produce. No man is free to do what he 
likes with his labor and capital, with his ships, or with his steel. 
Many trades have been actually compulsorily shut down and the 
labor taken from them and handed over to war industries 
Instead of gramaphones the gramaphone company now makes 
fuses; instead of cloth for ordinary clothes the woolen factory 
makes khaki; instead of motor-cars the motor-car maker makes 
shells.’”* 

We are engaged in a mortal struggle with a nation that has long 
since learned the lesson of industrial mobilization. Do we marvel 
at Germany’s powers of resistance? Have we not all wondered 
how the Central Powers have been able to finance the war? Let 
us remember that Germany has since early in the war followed 


* Address before American Bankers’ Association, September, 1917. 
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largely the method of industrial conscription. The Germans are 
not wasting their national sustenance like sailors in a drunken orgy. 
They are down to the brass tacks of the situation. As soon as it 
became apparent that the war would be long the German govern- 
ment promptly abandoned the price and profits method of industrial 
reorganization, and substituted therefor the method of comman- 
deering. A certain percentage of the energy of the Teutonic Powers 
was, through the central authorities, directed to the fighting units on 
the various fronts, a certain percentage to the production of muni- 
tions and other army supplies, a certain percentage to the con- 
struction of submarines, and a certain percentage to the production 
of foodstuffs. The principles of military organization were thus 
universalized and made to apply to every aspect of national life. 
The ability of the Central Powers to hold out indefinitely depends, 
therefore, not upon finance, or the amount of the national debts, for 
national debts owed to one’s own citizens are merely the paper claims 
of individuals to present and future national wealth; the Teutonic 
power of resistance depends rather upon the ability of the armies 
in the field to hold the lines; upon the ability of the agricultural 
quota to produce enough food to sustain life and physica! efficiency 
—in short, upon the working strength of each part of the great 
national machine. The Central Powers are conserving every ounce 
of their energy. The vastly superior resources of the Entente 
nations may indeed bring us victory in the end whether we squander 
our patrimony or not; but it should never be forgotten that the 
wasteful method is also the tremendously costly method—costly in 
terms of property and costly in terms of human life. 

The brains at the head of the German organization doubtless 
counted on our resorting to the slow and uncertain financial 
method of industrial rehabilitation when the fateful decision was 
formed to make unrestricted use of the submarine and sink at 
sight. As we enter the struggle before us shall we heed perhaps 
the greatest lesson that the war has taught to those who have been 
through the fire? In choosing our method of industrial reorgani- 
zation, will it not be salutary always to have in mind that it is with 
Germany and Germany’s methods that we are competing ? 

France, through a negative process, has had what amounts to 
conscription for industry from the very beginning. Three-quarters 
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of the male laboring population between the ages of eighteen and 
forty-five was called to arms literally over night. As a result 
French industry was paralyzed. In the course of a few months, 
when the pressure was somewhat lessened on the Western Front, 
the government recalled from the lines skilled mechanics and 
laborers whose greatest service henceforth lay in rebuilding the 
shattered industrial life. But when recalled for industrial service 
they were directed to the production of only such commodities 
as were imperatively required for the successful prosecution of the 
war. Working with women and children and with imported 
Spanish, Portuguese, and Italian laborers, they have succeeded, 
in spite of the German occupation of France’s richest industrial 
area, in producing great quantities of the supplies and materials 
required by the armies at the front. Does anyone imagine that 
France could have held out during the long months of waiting for 
her allies to get ready if these men who were recalled from the 
trenches had been set to producing luxuries and nonessentials ? 
The end has not yet been reached in this country; indeed, the 
government has now clearly seen the handwriting on the wall, and 


we are almost at the parting of the ways. In a recommendation 
made late in October by the Council of National Defense, we find 
this significant statement: 


New enterprises which are not fundamental to the efficient operation of 
the countries’ necessary activities should not be undertaken All effort 
should be centered to help win the war Men who are considering new 
enterprises—public improvements, dwellings, factories, industrial work of 
every description, etc.—should be guided by this acid test. 


So much for mew business. 
Even more significant of the developments in store for us are 
the words of the final paragraph: 


The action of the Council of National Defense should prepare the minds 
of business men for similar action in regard to the full operation of those 
industries not essential to the national defense, or to the consumption by the 
public of luxuries and non-essentials. In fact, in the course of time no one 
need be surprised if during the war the use of labor and materials for all 
unessential purposes is made impossible by regulation or statute. 


Harotp G. MouLton 
UnNIvERSITY OF CHICAGO 





NOTES 


/ASHINGTON NOTES 
INCREASE OF FEDERAL RESERVE MEMBERSHIP 


One of the most interesting results of the war in its effect upon 
American banking has been the notable increase in the membership of 
the Federal Reserve system. The movement of state institutions into 
the system had begun immediately after the adoption of the act of 
June 21, 1917, amending the Federal Reserve act. By this amendatory 
law there was given to state institutions a distinct legislative pledge 
that they would sot, by taking membership in the system, sacrifice any 
of their charter powers. This guaranty was made further influential 
by an opinion of the Attorney-General of the United States, Sep- 
tember 10, 1917, interpreting the new measure in such a way as to 
release state bank members from the effects of the so-called “Clayton 
Act,” and “Kern Amendment” thereto, which had been intended to 


prevent the continuance of what have been called “interlocking direc- 


” 


torates.”” State institutions which become members may thus continue 
their directorates upon the old basis without more disturbance than 
they would suffer were they not to become members. 

The movement into the system, although stimulated by this new 
legislation and interpretation, continued only moderate during the sum- 
mer months. Pressure of war financing, and the certainty of conditions 
requiring collective action on the part of the banks, afforded a more 
powerful impetus; and, with the opening of the second great loan 
campaign on October 1, the disposition of many large trust companies 
to enter the system crystallized in action. A further influence was 
afforded by an open letter addressed by the President to state institu- 
tions generally and issued on October 13. In this letter the President 
used the following language, appealing directly to the patriotism of the 
state bankers: 


May I not, . . . . , urge upon the officers and directors of all nonmember 
state banks and trust companies which have the required amount of capital and 
surplus to make them eligible for membership, to unite with the Federal Reserve 
system now and thereby contribute their share to the consolidated gold reserves 
of the country? I feel sure that as member banks they will aid to a greater 


946 





NOTES 947 


degree than is possible otherwise in promoting the national welfare, and that 
at the same time, by securing for themselves the advantages offered by the Fed- 
eral Reserve system, they will best serve their own interest and the interest of 
their customers. I believe that co-operation on the part of the banks is a 
patriotic duty at this time, and that membership in the Federal Reserve 
system is a distinct and significant evidence of patriotism. 

The outcome of all these influences has been seen in an increase of 
membership up to October 27, which brings the total capital and surplus 
of the state members (including those approved for membership but 
not finally admitted) to about $274,000,000 and their total resources 
to nearly $3,000,000,000. This gives the system from 68 to 70 per cent 
of the entire banking resources of the country, while it must be remem- 
bered that of those not yet included a large proportion are ineligible, 
either because of the smallness of the individual capitals or for some other 
reason. It may thus be fairly said that the Federal Reserve system 
includes today the essential banking resources of the country and 
represents the collective reserve strength of the nation. 


PROGRESS OF PUBLIC FINANCING 


The closing of the second “Liberty Loan” on October 27 adds 
another chapter of unprecedented interest to the financial history of the 
United States, and shows the immense financial strength of the country 
in a light never before thrown upon it. Success in placing this loan 
adds an issue of $4,000,000,000 of bonds shortly to be outstanding to 
the previously issued $2,000,000,000 of war bonds and the old national 
debt still in private bonds before the war. The new issue raises many 
financial questions of profound interest never before presented. 

Chief among these new problems is the relation of the reserve bank- 
ing system to public finance. Figures for the operation of the reserve 
banks, up to almost the close of the loan on October 27, show an increase 
in their holdings of discounted paper up to $272,000,000 protected by 
government obligations. These constitute about 70 per cent of all 
discounts. The resources of the system have thus been drawn upon in 
the course of the financing to only a very moderate extent; and the 
hope is that, during the coming months, before the placing of any new 
issue, it will be possible to transfer to the public the interest in the new 
securities represented by the rediscounts of member and non-member 
banks secured by government obligations. 

The first loan had a notably satisfactory result in this respect, but a 
small amount of such rediscounts remaining in the hands of the banks 
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at the end of thirty days from the conclusion of the operation. Probably 
the process of transfer will be less speedy on the present occasion, but it 
will undoubtedly progress steadily. Meantime the notable feature of 
the financing is seen in the steady issuing of the short-term certificates of 
indebtedness put out by the Treasury as a means of meeting current 
needs. These short-time certificates have operated to provide a means 
whereby the funds of the community have been regularly drawn off for 
public use, without any dangerous congestion or unavailability of funds 
such as would inevitably have occurred under the old subtreasury 
system. The certificates of indebtedness, being made payable at any 
Federal Reserve bank through which they were purchased, and being 
held chiefly by banks as a short-time investment, afforded a means of 
providing exchange for use in paying the subscriptions to long-term 
bonds. Certificates were thus tendered to Federal Reserve banks in 
payment for bonds subscribed by banks and their clients, while the 
funds resulting from purchases both of certificates and bonds were left 
on deposit with the institutions through which the subscriptions were 
placed until actually needed to meet government obligations. The whole 
process has thus been smoothed and made as nearly free from friction as 
would be possible in so inclusive an operation. This effort to ease the 
effects of the borrowing is the more necessary because of the increase of 
tentative estimates of outlay for the current year to nearly $20,000,- 
000,000, while available sources of taxation at their maximum yield will 
produce not to exceed one-fifth of that sum, and probably an amount 
materially below it. 

Thus far, the chief direct and visible results of the war financing 
upon financial conditions in general have been (1) increase in the rates 
of interest paid by private enterprises for both short- and long-term 
capital and accomodation, (2) withdrawal of private buying support 
from the usual investment markets, and hence reduction or downward 
tendency of security prices, and (3) changes in the character of business 
at banks, industrial enterprises being paid in “cash” for government 
orders while this cash is obtained through the borrowing process already 
described. 


THE GOLD ‘‘EMBARGO”’ 


Incident to the effects of the war financing has been a movement 
of gold out of the country amounting during the year thus far to more 
than $100,000,000 net. This exportation has been due to a variety 
of factors, among them the disturbances of foreign exchange, which have 
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produced conditions in neutral countries favorable for arbitrage opera- 
tions. Other influences have been found in the existence of unfavorable 
balances of trade with various countries, which in former days would 
have been settled by triangular exchange adjustments involving some 
third nation with which our balance was favorable. Special importa- 
tions due to war requirements have in some cases increased this un- 
favorable balance. 

The movement of gold had, by September 7, reached proportions 
which called for action, and on that date the President consequently 
issued his Executive Order and Proclamation vesting in the Secretary 
of the Treasury authority (derived from the act of June 15, 1917) to 
regulate the movement of “coin, bullion, and currency.” This authority 
had been exercised through the Federal Reserve Board, and gave rise 
to the instructions or regulations, issued on September 21 by that body, 
for the control of these movements. 

The regulations thus issued contained three chief elements: (1) a 
limitation upon the amount of gold to be taken abroad by travelers to 
$200 for each adult; (2) an announcement that shipments of foreign 
and domestic paper currency (except good certificates) would ordinarily 
not be interfered with; and (3) the statement of a policy with respect to 
gold expressed as follows: 


It will be the general policy of the Board not to authorize the exportation 
of gold unless the shipment applied for is shown to be connected in a direct 
and definite way with a corresponding importation of merchandise for con- 
sumption in the United States, but in any case authorization will be granted 
only where the exportation of gold in payment for such merchandise is found 
to be compatible with the public interest. In reaching its conclusion, however, 
the Board will consider all attending circumstances in each particular case. 


It is the latter point that is of chief interest in this connection, be- 
cause it lays down in a concrete way the idea that shipments of gold 
must be sanctioned chiefly as a direct return for merchandise. This, of 
course, is a departure from the usual conditions obtaining in international 
trade, where gold is ordinarily shipped to settle balances growing out of 
large merchandise movements and corresponding to no particular 
consignment. The new policy tacitly implies that the real purpose in 
view is that of controlling ¢rade—that is to say, of judging from definite 
data whether or not a given proposed transaction is “compatible with 
public interest,” because the goods to be purchased are needed in the 
maintenance of national welfare. Other transactions may evidently 
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continue if foreign sellers are willing to accept payment in some form of 
credit—-securities, bank credits, or government obligations. 

International trade is thus put upon an entirely new, and conceivably 
very restricted, basis, inasmuch as entirely new and much narrower 
modes of settlement or payment are left open. This would be true even 
without the strict control of merchandise exports and imports which 
is being exercised under the “Trading with the Enemy” act. By way 
of completing and rendering effective the embargo, the Federal Reserve 
Board has requested banks not to “earmark” gold. This practice of 
earmarking has been common in recent years, due to the desire of foreign 
banks to establish special trust funds on deposit with American banks, 
which could then be used as a basis for the issue of notes or for other 
purposes. The effect of such earmarking is to hoard the gold so used, 
and thus to withdraw it from employment as a banking reserve. The 
change in methods resulting from the embargo and the prohibition of 
earmarking thus necessitates an alteration in the habits of the foreign 
institutions which had resorted to this mode of dealing with gold in the 
United States. 


CONTROL OF INTERNATIONAL TRADE 


Complementary to the gold embargo is the almost complete control 


of international trade established by virtue of the so-called Espionage 
act (June 15, 1917), coupled with the “Trading with the Enemy” act 
(Oct. 5, 1917). Taken together, these two acts provide entire control 
over both importation and exportation—functions now vested in the 
“War Trade Board” by the President’s proclamation made public on 
October 15. A license system under which permission both for importa- 
tion and shipment of goods is necessary is being gradually developed; and 
it may be expected that at an early date there will be a thorough con- 
trol of foreign trade. This should eventually solve the “gold problem” 
in the. really effective way—by cutting off trade except in those articles 
in which business is actually desired. 

The control thus exercised cannot be expected to exert the same 
influence as in Europe, owing to the great extent and industrial scope of 
the United States which permits the manufacture within our own borders 
of practically every consumable commodity, or of some more or less 
satisfactory substitute therefor. Control of transportation, through a 
system of “priorities” already in operation and through the power to 
direct the distribution of coal, may largely accomplish in domestic 
business what the system of international trade oversight just sketched 
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will do in foreign trade. All in all, a very powerful grasp upon business 
both in volume and direction has been established; and of this the best 
exemplification is seen internationally. Taken in conjunction with the 
fact that both the building and operation of ships are practically in the 
hands of the government, the new powers of restriction and oversight 
virtually enable the government to direct our industrial powers as it 
chooses. The immediate consequence of this situation is undoubtedly 
to be that of reducing the commanding position we had been rapidly 
acquiring in international commercial affairs, since our powers will now 
be chiefly addressed to the task of providing war material. It would 
seem inevitable that the flourishing foreign trade which had fallen into 
our hands in so many branches should now decline in scope, due to the 
diversion of our energies and attention, as well as of all available means 
of transportation, to other fields of work. This may, however, be ac- 
complished with less or more disturbance to underlying business con- 
ditions according to circumstances and the wisdom and skill of 
methods of administration. These are still to be developed in their full 
application. 





BOOK REVIEWS AND NOTICES 


Social Diagnosis. By Mary E. RicnmMonp. New York: Russell 
Sage Foundation, 1917. 8vo, pp. 511. $2.00. 

This is a textbook for social workers—to be precise, for “case 
workers.” ‘Case workers” are social workers whose function is to deal 
with individuals and families rather than communities. 

The origin and purpose of this book are stated in the Preface: 


Fifteen years ago I began to take notes, gather illustrations and even 
draft a few chapters for a book on Social Work in Families. In it I hoped 
to pass on to the younger people coming into the charity organization field 
an explanation of the methods that their seniors had found useful. It soon 
became apparent, however, that no methods or aims were peculiarly and solely 
adapted to the treatment of the families that found their way to a charity 
organization society; that, in essentials, the methods and aims of social case 
work were or should be the same in every type of service, whether the subject 
was a homeless paralytic, the neglected boy of drunken parents, or the widowed 
mother of small children. Some procedures, of course, were peculiar to one 
group of cases and some to another, according to the special social disability 
under treatment. But the things that most needed to be said about case work 
were the things that were common to all. The division of social work into 
departments and specialties was both a convenience and a necessity; funda- 
mentals remained, however. 


Social Diagnosis is, in short, the first notable attempt to formulate 
the practices and fund the experience gathered by social workers during 
a quarter-century of clinical practice and experiment. During this 
time welfare work, or social work, to use the language of the present 
volume, has become an occupation and a profession. There were in 
1915, for example, 3,968 social workers employed in salaried positions 
in New York City by private agencies alone. Of these the author esti- 
mates that 2,200 were in social agencies doing case work. The others 
were engaged in whole or in part in “community movements, research 
and propaganda.” The present volume is based in a very definite way 
upon the experience of these 2,200 case workers and of others in agencies 
throughout the United States. 

In 1911, when Mary Richmond became a member of the staff of the 
Russell Sage Foundation, she set out to gather and formulate the experi- 
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ence of workers in all fields in which social case work was used in the 
United States. At the outset she availed herself of notes and sugges- 
tions contained in fugitive or unpublished papers of other writers whose 
experience in certain lines of social work had led them to reflect upon 
its methods and technique. In addition to this a systematic study was 
made of the records of five different cities of the United States by two 
experienced case workers. The differences of method were carefully 
noted. The facts in regard to sources of information used in making 
diagnoses were reduced to statistical form for comparison. 

The task of the author has been to reduce this mass of concrete 
materials to its elements; to classify, organize, and digest it; to con- 
struct, in short, out of an accumulation of observation, suggestion, and 
practice a working system of concepts and ideas. The task has been 
well done. With this book social welfare work has ceased to be a mere 
body of traditional practices and is in a way to become a science. We 
now have a fairly precise language in which to describe social-welfare 
facts and a technique for discovering, testing, and interpreting them. 
Social work thus becomes, not merely beneficent, but intelligible. 

It is impossible by any mere catalogue of contents to give an ade- 
quate conception of the wealth of material contained in this volume. 
The first chapter reviews briefly the early attempts to base social welfare 
work on investigation rather than good will and common sense. The 
remaining four chapters of Part I are devoted to a discussion of what 
the author calls social as distinguished from legal or court evidence. The 
fundamental distinction here is not logical but practical. The differ- 
ence between social facts and legal facts is the difference in point of 
view between the social worker and the lawyer. 

Part II is a description of the present practices of social workers 
so far as concerns the investigation of individuals and the family. 
Separate chapters discuss “the first interview,” sources of information, 
such as relatives, schools, employers, social agencies, medical, neighbor- 
hood, and documentary sources. 

Part III consists of a series of questionnaires indicating the kind of 
information that is important to look for in the investigation of different 
types of cases, for example: the immigrant family, the deserted or 
widowed mother, the neglected child, the unmarried mother, the blind, 
the insane, the homeless man. 

Although it was written primarily for a special class of social workers, 
Social Diagnosis will interest every student of the social sciences who 
believes that sociology is ever to be anything more than a philosophy of 
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history or an appanage of social psychology. What one sees in this 
book is social practice struggling to lift its problems to the plane of the 
general and conceptional point of view; allying itself thus with the great 
body of systematic knowledge we call science. Social practice is doing 
this, not for the sake of science, but in an effort to perpetuate and justify 
its own traditions and technique. It is just in this way that exact 
knowledge has grown up and superseded speculation in every field of 
science. Social Diagnosis is interesting merely as an illustration of this 


process. 
Rospert E. PARK 
UNIVERSITY OF CHICAGO 


Government Telephones: The Experience of Manitoba, Canada. 
By James Mavor. New York: Moffatt, Yard & Co., 1916. 
8vo, pp. viii+176. 

The establishment of the government ownership and operation of 
telephones in the province of Manitoba, according to Professor Mavor’s 
searching historical analysis, has been a most unsavory affair. Cer- 
tainly it involved features most discreditable to the political party 
responsible for it. This is, however, only part and not the worst of a long 
record of political fraud unequaled by that of any other government in 
Canada. The establishment was a move to bolster up the political 
fortunes of a party declining in the estimation of the people, and its opera- 
tion was always dictated, not by sound business principles, but by the 
political exigencies of the times. The extension of the system into rural 
districts was a particularly useful expedient, especially just before 
elections. Professor Mavor doubts whether the system would have 
fared better in the hands of the Liberal party. Unfortunately it is now 
impossible for the Liberal party, which is at present in power, to undo 
much of the harm done. The payment of an excessive purchase price 
(which, according to Professor Mavor, the Liberals exaggerate), the 
failure to provide adequate funds for maintenance and depreciation, and 
the general cloud under which the operation of the system from first to 
last lies are handicaps which it will be hard toremove. Professor Mavor 
tells a startling story of wrongdoing that destroyed all that the tele- 
phone commissioners (competent men) undertook in the way of efficient 
management. , 

While written in an admirable style and well arranged, the book fails 
fully to convince the analytical reader. It is a well-known fact that 
Professor Mavor’s conclusions on the question of public ownership and 
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operation had been arrived at long before this study was begun. The 
introduction is a statement of the general arguments against public 
ownership and operation. The conclusion is a statement of how the 
Manitoba experience exemplifies these principles. Nowhere in the 
book does one find a systematic treatment of the merits of the system 
either in Manitoba or elsewhere. Professor Mavor argues that the 
service in Manitoba has not been improved as much or the rates reduced 
as much as was promised. The reader is, however, quite convinced 
that the system was run at a loss and that instead of a surplus a deficit 
should have been reported in the early years of government operation, 
but he is not convinced that the favorable side of the question of govern- 
ment ownership and operation has been given its dues. Moreover, 
while one may feel quite sure that it never had a fair chance in Manitoba, 
few persons would admit that the Manitoba experience could not be 
improved upon by other governments. It is conceivable that Professor 
Mavor would have strengthened his argument and would have been more 
convincing had he treated one side of the question as systematically as 
the other. Otherwise it would have been better to have omitted alto- 
gether the introduction which deals with government ownership at 
large. This would have made the book a monograph on the Manitoba 
experience. As it stands now, it is another argument against govern- 


ment ownership and operation at large. 
W. J. DonaLp 


TORONTO, ONTARIO 


Mohammedan Theories of Finance. By NicHoLas P. AGHNIDES. 
New York: Longmans, Green, & Co., 1916. Pp. 540. $4.00. 
It is not to be inferred from the given title that the book is an all- 
inclusive study of the Mohammedan theories of finance. The author 
lays no claim to an exhaustive review of the subject-matter in hand. 
His interests cover neither the ancient Arab and later Saracen theories 
and practices of finance nor yet the systems of revenue and taxation 
of the late modern Mohammedan countries. He is concerned solely 
with ‘the theories evolved by Mohammedan writers in conformity with 
the principles of shariah (revelation) on the basis of the financial prac- 
tices of the early Mohammedan state, particularly during the caliphship 
of Omar”’ (p. 199). 
By implication, the will of God and the obligation to maintain wor- 
ship are the basis of the civil as well as the religious institutions of the 
Moslem world. Accordingly, the author devotes the first part of the 
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book to a rather exhaustive and even painfully detailed description of 
the origin and authenticity of Mohammedan law which seems to consist 
in a synthesis of the Koran, the sayings and doings of the Prophet, 
judicial decisions, etc. 

Part II is given over to the discussion of the main theme as indicated 
by the title of the book. Here the author is occupied mainly in tracing 
the various ramifications of the tax known as zakat, meaning alms or 
charity. This tax is levied on land, cattle, crops, and other forms 
of property, and in most cases the resulting revenue is distributed 
personally by those who are so taxed to the beneficiaries of the tax, 
which include, among others, the poor, the wanderer, the pilgrim, and 
the convert. And although the people are enjoined by holy writ to a 
faithful performance of this obligation toward the needy, yet the tech- 
nicalities to which, according to the author, resort may be had to evade 
the zakat are of the nature which might well serve as object-lessons 
to the profession of modern legal pettifoggery. The zakat seems to 
correspond in many respects to the poor-rates which were common 
in early modern England. However, the question whether or not like 
circumstances gave rise to the former as to the latter is overlooked 
entirely. 

Other sources of revenue enumerated are: mines, poll-tax, spoils of 
war, and treasure trove. 

On the whole, the book must be regarded as a creditable result of 
tireless effort of which the purpose is to throw some light upon an ancient 
and crude but yet a definite system of public finance. However, the 
extent of its appeal, even to the most enthusiastic antiquarian, is a 
matter of conjecture, since the patience and industry required even for 
a tolerably intelligent understanding of the text is only surpassed by 
the patient diligence of the author in the collection and presentation of 
the material. 

Presumably the use of numerous technical foreign terms is inevitable 
in an investigation of this nature, but the impression of an almost studied 
effort at mystification might have been avoided without much sacrifice. 
For instance, it is doubtful if the statement, “The conditions of zakat’s 
being wajib”’ (p. 213), is more to the purpose than it would have been if 
the term “obligatory” —the equivalent of wajib—were substituted for 
the last term in the sentence. Many instances of this character, the 
reading and the meaning of which might have been simplified, may 
prove serious obstacles to the proper utilization and appreciation of this 


work in the hands of the student. 
LEON ARDZROONI 
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English and American Tool Builders. By JosepH WicKHAM RoE. New 

Haven: Yale University Press, 1916. 8vo, pp. 294. $3.00 net. 

The progress of the industrial arts depends directly upon the invention and 
improvement of machine tools. Modern manufacturing processes have been 
made possible only as a result of the inventions of the tool-makers of the last 
century anda half. Realizing this fact, it seems strange that so little attention 
has been given to the lives and history of the men who made this development 
possible. This neglect, however, may be understood when we take into con- 
sideration certain universal human characteristics. The achievements of the 
present and future always seem to occupy the public mind to the exclusion of 
those of the past. And when a glance at the past is taken, it is always those 
deeds which are spectacular and which have produced results immediately 
apparent which attract the greatest attention. Thus the prosaic, silent work 
of the tool-builders, despite its fundamental importance and far-reaching con- 
sequences, has been strangely neglected. 

This book therefore fills an important place. The important tool-builders 
of the period from 1775 to 1850, during which practically all the modern tools 
were developed, were almost without exception English. The lives and works 
of these men, fascinating in themselves, are told in a straightforward style 
which causes the casual reader to read on andon. The picture one sees behind 
the words is a picture of men of strength and power using all their cunning to 
make the forces of nature do their bidding. 

Interesting chapters in the history of the English tool-builders of this 
period treat of John Wilkinson, a manufacturer of cannon, who by the inven- 
tion of an accurate boring machine made Watt’s steam engine commercially 
successful; Joseph Braham, the inventor and manufacturer of locks, whose 
shop was the training school of many later famous inventors; Samuel Bentham, 
inspector-general of the British navy; Marc Brunel, engaged in engineering in 
America for many years, who together with Bentham developed a complete 
set of ship-block machinery of almost modern form; Henry Maudslay, who by 
combining a wonderful mechanical skill, a pleasing personality, and an 
unequaled inventive capacity became the unquestioned leader in the develop- 
ment of machine tools; the group of inventors of the metal planer; the mathe- 
maticians who worked out the modern system of gearing; Fairbairn, the 
builder of iron ships; Bodmer, the gunmaker; Nasmyth, the inventor of the 
steam hammer; and Whitworth, the developer of higher standards of accuracy. 

Up to 1850 practically all of the improvements in the design of tools were 
made in England. A few good mechanics were at work in New England during 
the last part of the eighteenth century, but the restrictive policy of England 
and the lack of a wide market prevented them from supplying more than 
local needs. 

The author attributes the rise of American tool-builders after 1850 largely 
to the system of interchangeable manufacture and the general use of accurate- 
working gauges. The system of interchangeable manufacture was first used 
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in the manufacture of firearms. Eli Whitney, the inventor of the cotton gin, 
Simeon North, Samuel Colt, Pratt & Whitney, and Robbins & Lawrence were 
the principal manufacturers of arms who developed this system, and their lives 
and work are narrated in detail. 

The work of Brown & Sharpe, who did much to increase the accuracy of 
measurements, forms an interesting chapter, and the remainder of the book 
narrates the spread of tool-building from Rhode Island through central New 
England, the growth of the brass industry in the Naugatuck Valley, the rise 
of Philadelphia as a great tool-building center, and the development of western 
machine-shops since 1880. These last chapters are a chronicle of the achieve- 
ments of a great number of firms both large and small. 

It would be unfair to say that the important lines of development of 
machine tools have been lost sight of by the author, for except in the last few 
chapters these are kept well in mind. While it is true that the book is in 
reality a series of interesting anecdotes, yet taken as a whole it is a well- 
balanced history of the lives and work of the more important English and 
American tool-builders from 1775 to the present time. 


Contemporary Politics in the Far East. By STANLEY K. HornBEcK. 

New York: D. Appleton & Co., 1916. 8vo, pp. xii+466. $3.0onet. 

Within the last two decades many books have been written on Japan, on 
China, and on the broader oriental questions. Some have been special 
treatises, others very general; few have been devoted to the purely political 
problems and none have been addressed to the giving of a brief history of 
Chinese and Japanese politics as they bear on the present crisis in the Far East. 
Professor Hornbeck, one-time instructor of law in the Chekiang Provincial 
College and in the Mukden Law College, has made a first-hand study of the 
political problems of the Orient and gives in this book, partly out of his own 
experience, a story of the genesis and development of the “prominent institu- 
tions, motives, and forces” which underlie and contribute to the present situa- 
tion. The object of the book is to combine the political features in such a way 
as to furnish a background for a study of present and future tendencies in Far 
Eastern politics. 

The work is written in two parts. The arrangement of the first part is 
topical rather than chronological and has involved considerable repetition; 
however, the story is cumulative, each succeeding topic leading to the last part. 
Book I treats of the political history of China and Japan; it describes how 
the Chinese people, holding to Jaissez-faire and ‘“‘responsible government,” 
brought about the downfall of the old régime, inaugurated the provisional 
government, and incidentally laid bare the Empire to the inroads of the 
foreign powers; it tells how the Japanese nation, holding to “paternalism” 
and “divine right,”’ brought about the transition from feudalism to modern 
times with little more than a social tremor and placed the Empire in the front 
rank of world-powers. 
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To a discussion of contemporary relations between China, Japan, and the 
United States, the writer in Book II addresses his most serious thoughts. The 
recent conquest of Korea and Manchuria, the open-door policy, the recent 
capture of Kiaochow by the Japanese, Japan’s Monroe Doctrine for Asia, and 
the demands of the latter against China in 1915 are taken up and developed as 
separate problems as they bear on the future of these countries. The writer 
states that the non-exclusive “protective alliance” proclaimed for the Far East 
by the Japanese stands as the most stupendous event in recent history of the 
Orient. The significance and effects of this most daring coup d’état will be 
realized only after the glamor of the present war has passed away. 

America has an interest in the Far East. We forced ourselves upon China 
and Japan and compelled them to open their doors to our civilization; we 
practically coerced them to accept relations with ourselves and compelled them 
to use in self-defense “instruments and policies patterned on ours.”” Thus we 
have made ourselves parties to the present problem. The question arises, 
can we withdraw from the scene and allow events to shape the future by 
themselves? ‘‘No amount of present indifference will alter the fact that some 
day we shall insist that our wishes as to political settlements and commercial 
opportunities in the Pacific shall be given due consideration.” In light of the 
fact that tremendous changes are taking place in China; that invaluable 
financial and commercial interests affecting the entire world are being bartered 
away; that the entire political and economic future of the Orient, even the 
nature of world-civilization itself, is in the balance—in light of all these facts, 
can the American people afford to postpone longer a definition of their policy 
in the Far East? The writer suggests no line of action; his analysis clearly 
points out that danger awaits further delay. 


Die Arbeits- und Pachtgenossenschaften Italiens. By W. D. PREYER. 
Jena: Gustav Fischer, 1913. 8vo, pp. 228. M. 6. 


This work on the origin, organization and operation, results and possi- 
bilities of the Italian co-operative societies organized to construct public 
works and to lease agricultural land will be of great interest to students of labor, 
of industrial organizations, and of agricultural economics. 

The societies organized to engage in the construction of public works 
are confined to Ernilia. They are an outgrowth of unions organized under 
pressure of great unemployment to improve the conditions of the laborers by 
raising wages and shortening hours. The ever-increasing demands of the 
laborers pressed hard upon the contractors who were held to a fixed price by 
their contracts. In 1883 a contractor, pressed by the union, found it more 
profitable to abandon the work and pay a forfeit rather than meet the demands 
of the workers. The union organized itself into a co-operative society and 
completed the work to the satisfaction of the authorities. This was the 
beginning of co-operative societies engaged in the construction of public 
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works. Encouraged by the state they gradually increased until on Decem- 
ber 31, 1910, they numbered 1,017 with 94,738 members. A number of these 
societies lease agricultural land which they cultivate to relieve unemployment. 

The purely leasing societies occur principally in Sicily and central and 
south Lombardy. The economic situation giving rise to them the author 
holds to be the large estates leased to large lessees who in turn subdivide the 
land among small holders or cultivate it intensely upon a large scale. Where 
the cultivation is extensive and the number of laborers employed few, co- 
operative societies have not developed. The leasing societies are the outgrowth 
of unions organized to improve the condition of the agricultural population 
which after bitter struggles determined it was to their profit to eliminate the 
unnecessary large lessee. 

The book contains an excellent discussion of the organization and operation 
of the several types of societies, their technical administration, their financing, 
and their political relations. The estimate of their results is highly favorable 
to the societies. The societies engaged in the construction of public works 
have performed the work as well and as cheaply as private contractors, and 
more expeditiously and with fewer disputes over the conditions of the con- 
tracts. The leasing societies have materially improved agricultural technique 
and have brought peace where formerly discord reigned. 

The last section of the book discusses the possible uses of the societies in 
solving the agricultural troubles of Romagna and as a means of colonizing the 
south, which suffers from lack of population. 

The author knows Italian conditions at first hand. Although distinctly sym- 
pathetic the tone of the work is tempered and conservative. One only wishes 
for a more detailed and exhaustive account of this most interesting subject. 

Appendixes contain extracts of the statutes regulating co-operative societies 
and the constitution of a leasing society. 








